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Stop Payment: An Ailing Service 
To the Business Community 


One hundred forty years ago, when checks played a less 
important role in men’s affairs, Lord Ellenborough announced* 
that a stop payment order transforms a check into a “piece of 
waste paper,” as far as the drawee bank is concerned.” On its 
face, Lord Ellenborough’s rule has meant that a banker who 
inadvertently pays a stopped check can do little more than 
regret his mistake.’ In today’s economy, checks far exceed in 
volume all other forms of “money,’* and bankers are striving 
to get out from under the risks imposed by the rule. But, in 
accomplishing their objective, the banks may come close to 
eliminating altogether the depositor’s valued right to stop pay- 
ment. This note will critically survey the present law and some 


EDITOR’S NOTE: This article is reprinted from 20 The University of Chicago Law 
Review 667, published by the University of Chicago Law School. Copyright 1953 by the 
University of Chicago. 


1 Wienholt v. Spitta, 3 Camp. 376 (1813). 

2 For a discussion of the early British and American cases on “countermand,” see 1 
Morse, Banks and Banking § 398 (6th ed., 1928), and Chalmers, Bills of Exchange § 75 
10th ed., 1932). And see note 6 infra. 

3 In practice, of course, the banker is doubtless often able to settle with the depositor on 
terms more favorable than might be had in the courts. For example, it can be supposed 
that many depositors might be willing to assign to the bank any rights they have in the 
deal in which the check was given, and that in certain cases the bank will ask that this 
be done. In the case of a legal showdown, however, there is little support in the stop 
payment cases for the position that the bank can so insist. See note 21 infra. 


* The average volume of demand deposits throughout 1952 approached $110 billions. The 
average volume of currency, including Federal Reserve notes, was less than $29 billions. 
But this is half the picture, or less. The average turnover of demand deposits was around 
twenty; the comparable velocity figure for currency is much harder to determine with 
accuracy. See 38(2) Fed. Res. Bull. 1, 299, 1, 301 (1952). No accurate estimates are 
available of the number of different checks cleared by the banks in the year: there were 
doubtless tens of billions of them. A typical bank might have ten to several hundred 
outstanding stop orders. 


a 
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proposed changes, with an eye in particular on the handiwork 
of the drafters of the Uniform Commercial Code.° 


I 


The operational effects of the present stop payment rules 
are clear. A bank receiving a depositor’s timely stop order is 
not authorized to pay the stopped check and cannot charge his 
account if it mistakenly does.® To avoid the possibility of loss, 
the bank must assure itself that each of the items it pays is not 
a stopped instrument, assuming the risk of a slip-up in its 
routine. 


The drawer may stop payment for any reason that he likes 
—presumably, in most cases, because of fraud or failure of 
consideration in the transaction in which the check was given, 
or because the instrument itself is lost, strayed, or stolen. If 
stop payment were not available, the check would be paid in 
the normal course, and, to recover, the injured depositor would 
need to locate and obtain jurisdiction over the holder’—shady 


5 The final version of the proposed Code, American Law Institute, National Conference 
of Commissioners on Uniform State Laws, Uniform Commercial Code: Official Draft (text 
and comments ed., 1952), is hereinafter cited by section numbers and as UCC. 

For general discussions of the Code, and Articles $ and 4 in particular, see Beutel, The 
Proposed Uniform (?) Commercial Code Should Not Be Adopted, 61 Yale LJ. 334 (1952); 
Gilmore, The Uniform Commercial Code: A Reply to Professor Beutel, 61 Yale L.J. 364 
(1952); Tisdale, Uniform Commercial Code—Commercial Paper, 26 N.D. Bar Briefs 252 
(1950) and 27 N.D.L. Rev. 383 (1951); Beutel, Comparison of the Proposed Commercial 
Code, Article 8, and the Negotiable Instruments Law, 30 Neb. L. Rev. 531 (1951), and 
Palmer, Negotiable Instruments under the U.C.C., 48 Mich. L. Rev. 255 (1950). 

A discussion of stop payment is undertaken in Stop Payment and the Uniform Com- 
mercial Code, 28 Ind. L.J. 95 (1952). And consult, generally, Horner, The Stop Payment 
Order, 2 Baylor L. Rev. 275 (1950). 


6 In Florence Mining Co. v. Brown, 124 U.S. $85, $91 (1888), the Court said: “A check 
upon the bank in the usual form, not accepted or certified by its cashier to be good, does 
not constitute a transfer of any money to the credit of the holder; it is simply an order 
which may be countermanded, and payment forbidden by the drawer at any time before 
it is actually cashed.” 

In German Nat. Bank v. Farmers’ Deposit Nat. Bank, 118 Pa. St. 294, $3138, 12 Atl. 
$08, 305 (1888) a clear statement of the rule was made: “I presume no one at this day 
questions the right of the drawer of a check to stop payment thereof. . . . If the bank 
pays after such notice, it does so at its peril.’ At 5A Michie, Banks and Banking § 193 n. 
45 (rev. ed., 1950) are cited cases in which the rule appears, representing twenty-four 
states. 

Throughout this note, reference made to checks will include notes and acceptances 

payable at a bank, for which the rules as to stop payment are the same. $8 Paton, Dig. 
Leg. Op. $485 (1944). But cf. Fiss Corp. v. National Safety Bank and Trust Co. of N.Y., 
77 N.YS. 2d 293 (1948). See, generally, Steffen, Instruments “Payable at” a Bank, 18 
Univ. Chi. L. Rev. 55 (1950). 
7 When a check has been fraudulently obtained, and the defrauding party retains an 
account in the payee bank, the problem of the bank’s liability for failure to stop payment 
blends into that of the broader responsibility of a bank not to pay out deposits after 
notice of an adverse legal claim. See, generally, Michie, op. cit. supra note 6, at § 88, 
and cases there cited. 
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payees are forever absconding with the cash—and bring suit 
on the underlying transaction, assuming the burdens of litiga- 
tion and execution of judgment. Stop payment turns the 
tables—secures the status quo as to the drawer and makes re- 
sort to the courts unlikely if his reasons for stopping payment 
are legally sufficient. Such effective control over renegade 
checks yields clear social benefits—it may be of critical as- 
sistance to a distressed depositor when no other help is avail- 
able, it reduces litigation between depositors and payees, and 
it deters some forms of fraud and other commercial mal- 
practices by payees.® The loss of such benefits is the social 
cost when the stop payment machinery fails. 


The “real” cost of the stop payment operation is the 
value of resources, primarily labor, expended in the mechan- 
ics of stopping checks. The “money” cost, borne initially by 
the banks, includes not only the cost of the additional effort 
but also an actuarial cost arising from the risk of paying 
the check without recourse. The extra, noneconomic cost is 
the legal sanction imposed for failure, and serves to put 
teeth into the duty. It is the risk of severe legal penalty, 
rather than the expense of the service itself, to which bank- 
ers say they object.° 

Elementary applications of welfare economics principles 
would suggest that the optimum effect of stop payment is 
achieved when the value of its social benefits, in the marginal 
case, is equal to the real costs.” A tendency toward auto- 
matic equilibrium can be built into the stop payment opera- 





8 There is another side to stop payment, however; it is sometimes the case that the 
drawer who stops payment is the wrongdoer. The payee may have carried out his end 
of the bargain only to find that the drawer has stopped payment on his check solely to 
harass or to evade payment of the amount owed. In electing not to give checks the 
effect of an assignment of funds, those responsible for Section 189 of the NIL may have 
concluded that such eventualities are not of sufficient commercial significance to warrant 
selection of the alternative treatment. See note 12 infra. 

9 Laws Can Reduce Stop Payment Work, 64 Bankers’ Monthly 331 (1947). This is not 
surprising, for the scanning of checks necessary to stopping payment is ordinary procedure 
which is necessary, in large part, in connection with checking for such other things as 
forgery, alterations, correct and complete signatures, and adéquacy of funds on deposit. 
For an account of stop payment procedures followed in a number of banks studied in 
Philadelphia, see Moore et al., Legal and Institutional Methods Applied to Orders to 
Stop Payment of Checks—II. Institutional Method, 42 Yale L.J. 1198 (1933). 

10 See, for a statement of the fundamental theory, Pigou, The Economics of Welfare, c. 2 
(1920). The problem of the instant analysis is simplified because of the identity in this 
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tion if the bank, whose diligence alone can fend off the bur- 
den resulting from failure of stop payment, is made fully 
to bear that burden if it erroneously pays. Acting rationally, 
it will then incur costs in attempting to stop payment up to 
the point where the marginal costs are thought to be equal in 
amount to the attributable reduction of risk of bearing the 
burden of failure. On reaching the optimum level of stop 
payment activity, the bank will, of course, be able to reduce 
unpredictable losses to predictable expenses by insuring, and 
pass the cost of the service on to its depositors generally and, 
in some part, by fee, specifically to those who have occasion 
to use the service.” 

From this analysis, two propositions can be deduced. (1) 
The banks should be required to continue to bear their long- 
established duty to render stop payment services. “Due 
care” or “good faith” as criteria for a bank’s liability in case 
of failure can only make uncertain the proper solution of the 
cost-minimizing, welfare-maximizing equation. (2) The le- 
gal sanction for failure should be no more and no less than 
the social cost which the machinery is set up to avoid—that 
of locating and bringing suit against the person whose claim 
to the money paid him is not good. A greater sanction in- 
creases the real cost of stop payment by causing the bank to 
overexpend resources to avoid the greater loss, and depositors 
to overuse the stop payment machinery for speculative rea- 
sons. Further, it makes stop payment a greater expense to 
the bank and the fee-paying customer than it need be, and 
raises the possibility of unjust enrichment of occasional 
depositors. 

Against these criteria the present law and alternative 
proposals will be measured. 


II 
The rules of stop payment may choose among a wide 
range of levels of duty and sanctions in implementing pub- 


case of private and social costs, and the method of bringing private costs and social bene- 
fits into marginal equality. Other essential technical conditions here appear to be satisfied. 
11 Stop payment fees of varying amounts are now generally charged by banks. See Wilson, 
Eight Ways to Ease the Load of Handling Stop Payments, 64 Bankers’ Monthly 548 
(1947). 
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lic policy. At one extreme, imposing no duty and no sanc- 
tion would give the banker complete freedom to honor a stop 
payment order, or not, as he might decide, with or without a 
charge for the service. At the other extreme might be crimi- 
nal sanctions. Within the range of likely possibilities, courts 
and writers have considered three alternative levels of duty: 
(1) not willfully or intentionally to disregard the order, (2) 
to exercise due care, and (3) the absolute duty of “strict lia- 
bility.” Failure to meet any such standard of duty might 
call forth either of two suggested sanctions: liability only for 
the actual damage to the depositor, or liability for the full face 
amount of the paid instrument whether or not the depositor has 
suffered loss. 

Decisions under the Negotiable Instruments Law, fol- 
lowing the common law, place upon the banker the most 
severe combination—strict liability for the full amount of 
the stopped check.” This result is most often said to follow 
from a debtor-creditor relationship between the bank and 


12 Sections 62 and 189 of the NIL are involved. 


Section 62: “The acceptor by accepting the instrument engages that he will pay it 
according to the tenor of his acceptance; and admits: (1) The existence of the drawer, 
the genuineness of his signature, and his capacity and authority to draw the instrument; 
and (2) The existence of the payee and his then capacity to endorse.” The majority 
interpretation finds the doctrine of Price v. Neal, 3 Burr. 1354 (1762), adopted by this 
section, and applicable to cases of “payment” as well as “acceptance.” See cases cited 
in Brannan, Negotiable Instruments Law § 62, at 905-6 (7th ed., Beutel, 1948). This 
doctrine bars recovery back from the person paid on the basis of mistake of fact as to, 
among other things, authority granted by the drawer. It holds the bank “bound to know” 
the state of the drawer’s account, including stop payment orders outstanding. And see 
note 22 infra. 


Section 189: “A check of itself does not operate as an assignment of any part of the 
funds to the credit of the drawer with the bank, and the bank is not liable to the holder, 
unless and until it accepts or certifies the check.” Since a check is not an assignment of 
the drawer’s funds, the bank is liable to him for paying it in disregard of a countermand. 
Cases are cited at Brannan, op. cit. supra this note, at 13816. But a check may act as an 
assignment when it appears that this is the intention of the parties, and in such a case a 
stop order should have no effect after the check is taken by a bona fide purchaser for 
value. Green v. Brown, 22 S.W. 2d 701 (Tex. Civ. App., 1929). See also Fourth Street 
Nat. Bank v. Yardley, 165 U.S. 634 (1897). Before the NIL, all checks acted as assign- 
ments in several jurisdictions: Idaho, Kaesemeyer v. Smith, 22 Ida. 1, 123 Pac. 943 
(1942); Illinois, Chicago B. & Q. R. Co. v. Merchants Nat. Bank, 203 Ill. App. 561 
(1916); Iowa, Leach v. Mechanics’ Savings Bank, 202 Iowa 899, 211 N.W. 506 (1926); 
Kentucky, Boswell v. Citizens’ Savings Bank, 128 Ky. 485, 96 S.W. 797 (1906); Louisiana, 
M. Feitel House Wrecking Co. v. Citizens’ Bank, 159 La. 752, 106 So. 292 (1925); 
Nebraska, Superior Nat. Bank v. National Bank of Commerte, 99 Neb. 833, 157 N.W. 
1023 (1916); Massachusetts, Universal Supply Co. v. Hildreth, 287 Mass. 538, 192 N.E. 
23 (1984); South Carolina, Peurifoy v. First Nat. Bank of Batesburg. 141 S.C. $70, 139 
S.E. 793 (1927); South Dakota, Turner v. Hot Springs Nat. Bank, 18 S.D. 498, 101 N.W. 
848 (1904); and Wisconsin, In re Thornton’s Guardianship, 243 Wis. 882, 10 N.W. 2d 
198 (1943). 
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the customer.“* In accepting a checking account, the bank 
agrees to honor checks drawn upon it to the amount of the 
indebtedness. A check is an order. Orders may be revoked 
until acted upon. Therefore, an implied term of the deposit 
contract must be the right of revocation, or stopping pay- 
ment, and any payment made by the bank over a timely stop 
order is unauthorized.* Liability for payment on “a piece of 





13 See, e.g., In re Thornton’s Guardianship, 243 Wis. 332, 10 N.W. 2d 193 (1943); Hunt 
v. Security State Bank, 91 Ore. 352, 179 Pac. 248 (1919). 


14 Most of the litigation on stop orders deals with their “timeliness” and adequacy of 
“form.” To be efiective a stop order must describe the check with reasonable accuracy, 
John H. Mahon Co. v. Huntington Nat. Bank of Columbus, 62 Ohio App. 261, 23 N.E. 
2d 638 (1939), and must be in the hands of the payee bank before it has paid or accepted 
the check. Steiner v. Germantown Trust Co., 104 Pa. Super. 38, 158 Atl. 180 (1932), 
discussed in Moore, op. cit. supra note 9. The moment at which a check is “paid” is not 
clear, but has been held to be at the time when drawer’s account is charged, Nineteenth 
Ward Bank v. First Nat. Bank of South Weymouth, 184 Mass. 49, 67 N.E. 670 (1903). 
But a recent decision holds that payment is not made except by “actual payment either 
in cash or by a substitute accepted unconditionally by the payee,” thus, that posting to 
the drawer’s account and mailing a remittance to the clearance house bank is not sufficient 
to foreclose a stop order. Bohlig v. First Nat. Bank in Wadena, 233 Minn. 523, 48 N.W. 
2d 445 (1951), noted in 5 Okla. L. Rev. 475 (1952), and {1952} Wash. U.L.Q. 276. 
When the holder deposits the check to his account in the drawer bank, the entry on the 
depositor’s passbook is “payment.” W. A. White Brokerage Co. v. Cooperman, 207 Minn. 
239, 290 N.W. 790 (1940). But see note 7 supra. 

Branch banks are considered to be separate entities, so the drawer’s right to counter- 
mand continues good until the branch upon which the check is drawn has paid. Dean v. 
Eastern Shore Trust Co., 159 Md. 213, 150 Atl. 797 (1930); Mullinax v. American Trust 
& Banking Co., 189 Tenn. 220, 225 S.W. 2d 38 (1949). 


Oral notice is sufficient, Hiroshima v. Bank of Italy, 78 Cal. App. 362, 248 Pac. 947 
(1926); as is an order by telephone, Shude v. American State Bank, 263 Mich. 519, 248 
N.W. 886 (1933); Third Nat. Bank in Nashville v. Carver, $1 Tenn. App. 520, 218 S.W. 
2d 66 (1948), telegraph, Ozburn v. Corn Exchange Nat. Bank of Chicago, 208 Ill. App. 
155 (1917), or to an officer outside the bank. Hewitt v. First Nat. Bank of San Angelo, 
118 Tex. 100, 252 S.W. 161 (1923). Where a statute or deposit contract requires that a 
stop order be in writing, the bank waives its right to so insist by undertaking to act upon 
an oral order. Stamford State Bank v. Miles, 186 S.W. 2d 749 (Tex. Civ. App., 1945) 
(state statute); Bohlig v. First Nat. Bank in Wadena, 233 Minn. 523, 48 N.W. 2d 445 
(1951) (contract of deposit). In the absence of statute, a stop order stays in force 
indefinitely, but forty jurisdictions now have statutes limiting original effect to six months, 
8 Paton, Dig. Leg. Ops. 3,462-63 (1944) and Supp. (Dec., 1951). 

The UCC would make several important changes and clarifications by providing in 
Section 4-303 that a stop order is effective “until but not after the bank has done any of 
the following: ... (b) paid the item in cash; (c) settled the item by separate remittance 
for the particular item; (d) completed the process of posting the item to the indicated 
account of the drawer . . . or otherwise has evidenced by examination of such indicated 
account and by action its decision to pay the item; or (e) become liable for the item 
under Section 4-302 dealing with the payor bank’s liability for late return of items.” Sec- 
tion 4-403(2) provides: “An oral order is binding upon the bank only until the customer 
has had reasonable opportunity to send the bank a written confirmation if the bank re- 
quests such a confirmation. A written order is effective for only six months unless renewed 
in writing.” 

The selection of controlling facts in any such sections as these must necessarily be 
somewhat arbitrary. The codifiers have clearly resolved most differences among the 
courts in manners highly favorable to the banks. But in these matters definiteness seems, 
perhaps, the highest desideratum. 
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waste paper” cannot be avoided by showing good faith or 
due care.”® 


A logical consequence of the contract theory of stop pay- 
ment is that a depositor may withdraw authorization for 
any reason that strikes his fancy, just as an offer can be re- 
voked at any time before it is acted upon.° But stopping 
payment cannot affect the liability of the drawer on the in- 
strument or on the underlying transaction.” When a check 
deposited for collection and forwarded to the payee bank is re- 
turned, marked “Payment Stopped,” to the forwarding bank, 
its depositor must act to collect on the rejected instrument. 
He may look to the drawer or, if such there be, any unqualified 
indorser. If he is the payee or other holder “not in due 
course,”** recovery will be had from the drawer if the only basis 
of the stop payment order is not such as to constitute a good 
defense.” If a holder in due course, his much stronger position 
allows recovery free of the drawer’s “personal” defenses.” An 
inadvertent payment by the bank in such cases causes no real 
injury to its depositor. Nonetheless, because the bank is not 
permitted to charge the drawer’s account after an unauthor- 
ized payment,” and seldom allowed to recover back from the 





15 A more subtle contract-type analysis of stop payment is presented by Professor Under- 
hill Moore. The terms of the bargain are said to be “that the bank, in exchange for the 
deposit, will upon actual demand of the customer repay the full amount of the deposit 
and that the bank will, by honoring his checks, lend to the customer sums of money in 
amounts less than the amount owed but which do not aggregate more than the deposit.” 
Moore, op. cit. supra note 9, at 818-19. In this analysis the presentment of a check is 
@ condition precedent to the bank’s obligation and a request for a loan (which is at once 
set off against the depositor’s balance, if any). The presentment can be no request, of 
course, if the stop payment order has intervened. 

16 See Rest., Contracts §§ 35, 45-47 (1932). 


17 See, e.g., Usher v. A. S. Tucker Co., 217 Mass. 441, 105 N.E. 360 (1914); Gulf Refining 
Co. v. Bagby, 200 La. 258, 7 So. 2d 903 (1942). 

18 A “holder in due course” is defined in Section 52 of the NIL. See annotations to Sec- 
tions 52 and 53, Brannan, op. cit. supra note 12, at 674-721. See also NIL § 58. 

19 As where the drawer stops payment because he “changes his mind” or where he is 
wrong in his suspicions as to fraud or failure of consideration. But where drawer can 
interpose any recognized equitable defense, a person with other than the rights of a holder 
in due course will not recover. 1 Joyce, Defenses to Commercial Paper § 28 (2d ed., 
1924). 

20 But will usually not recover if the drawer can show a “real” defense, e.g., that the title 
is bad because of a forged or unauthorized material signature. For a discussion of the 
two categories of defenses, see Britton, Bills and Notes §§ 125-60 (1943). 

21 Some writers contend that there now exists adequate support for a “rule” that the bank 
can charge the drawer’s account after mistaken payment to a holder in due course. Brady, 
Bank Checks, 362-63 (2d ed., 1926). And see 3 Paton, Dig. Leg. Ops. 3464 (1944). 
Compare Michie, op. cit. supra note 5, at 476; 6 Zollman, Banks and Banking 107 (1936). 
The case most often cited in support of the asserted rule is Unaka Nat. Bank v. Butler, 
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person paid,” the bank that slips up will often find that it has 
discharged a legitimate debt of its depositor out of its own 
pocket, with no likelihood of recovery. This follows from the 
rule that after receipt of a stop order the bank has no more 
authority to pay a holder in due course or other rightful claim- 
ant than an offending payee.” Thus, the present law imposes 
a far harsher sanction on the banks than that which has been 
suggested as desirable.” 

Bankers, commentators, and the drafters of the proposed 
Uniform Commercial Code have each advanced proposals for 
mitigating the harshness of these consequences of Lord Ellen- 
borough’s rule. The most common proposals look toward (1) 
reducing the sanction for failure from liability for the full 
amount of the check to that of bearing only what has been 
designated above as the social cost of such failure—this involves 
making available to the payor bank a theory of recovery in ap- 
propriate cases from either the depositor or the party paid, or 





118 Tenn. 574, 83 S.W. 655 (1904), where the payee of a check was not allowed recovery 
after the bank had paid, over a stop order, to a holder in due course. It is impossible 
on close reading of the case not to feel that the court became so interested in the sub- 
sidiary question of whether the holder of a blank endorsed check which had been lost, 
found by a stranger, and negotiated again could have a good title, that it failed to meet 
the central issue. At any rate the same court the next year clearly drained the Butler 
case of force as precedent by a directly contrary ruling in a case where suit was brought 
by the drawer. Pease & Dwyer v. State Nat. Bank, 114 Tenn. 693, 88 S.W. 172 (1905). 

The somewhat different question of whether there is support for the position that the 
bank are after mistaken payment, be subrogated to the rights of the holder is dis- 
cussed infra. 


22 A bank may almost never recover back payment made over a stop order to a holder 
in due course. National Bank of N.J. v. Berrall, 70 NJ.L. 757, 58 Atl. 189 (1904); 
Huffman v. Farmers’ Nat. Bank, 10 S.W. 2d 753 (Tex. Civ. App., 1928); Rest., Restitu- 
tion § 88 (1987). Contra: National Loan & Exchange Bank v. Lachowitz, 131 S.C. 432, 
128 S.E. 10 (1925). The same rule is most often applied when the question is recovery 
from the payee or other holder. Bank of Moultin v. Rankin, 222 Ala. 188, 131 So. 450 
(1980); Albers v. Commercial Bank, 85 Mo. 173 (1884). And cf. National Commercial 
Bank & Trust Co. v. Madison, 270 App. Div. 437, 60 N.Y.S. 2d 832 (1946). 

But where a check is paid by a bank as a result of the holder’s fraud, deceit or mis- 
representation, the payment may be recovered. Smith & McCrorken, Inc. v. Chatham 
Phenix Nat. Bank & Trust Co., 289 App. Div. 318, 267 N.Y. Supp. 153 (1933). 

A few more recent decisions have allowed recovery from the payee under certain con- 
ditions. Murfreesboro Bank & Trust Co. v. Travis, 190 Tenn. 429, 230 S.W. 2d 658 (1950) 
(recovery allowed where pavee had given illegal consideration for the check): Union & 
New Haven Trust Co. v. Thompson, 134 Conn. 607, 59 A. 2d 727 (1948) (dictum that 
recovery might be allowed where payee has not changed position so as to be harmed by 
recovery). And cf. Central Nat. Bank v. International Sales Co., 8 Ohio App. 293, 91 
N.E. 2d 582 (1950). 

28 See, e.g., Hiroshima v. Bank of Italy, 78 Cal. App. 862, $71, 248 Pac. 947, 950, 951 
(1926). Exceptions to the rule are found only in a few of the jurisdictions in which it 
was formerly held that a drawer’s check acted as a pro tanto assignment of his deposit; 
see note 12 supra. 

24 See supra. 
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both; or (2) much more extreme, eliminating altogether or 
moderating the bank’s duty to act on stop orders, or allowing 
the bank to “contract” for a lesser duty. Bankers have con- 
centrated their attention on the second,” most writers approve 
the first,”* the drafters of the Code provide both, and more.” 


To reduce the sanction for failure to the measure of social 
cost, or an approximation thereof, several theories have been 
advanced. 

(1) In a suit by the drawer, after his account is charged, 
the bank might be allowed to counterclaim as holder of the 
drawer’s instrument as though undischarged. Section 119(1) 
of the NIL provides for discharge by payment “by or on be- 
half of the principal debtor.” “[OJ]n behalf of” requires, it is 
argued, a properly authorized payor, and that after stop pay- 
ment the bank does not qualify—thus that the instrument may 
be treated as undischarged.”* But Section 119(4) allows dis- 
charge “by any act which would discharge a simple contract for 
the payment of money,” which seems to cover the act of a pay- 
ing stranger.” The argument further appears to ignore the 
real intent of the parties and the general understanding of 
bankers in the matter, as well as the rule that who is a party 
to an instrument is a question of form, to be determined by in- 
spection.” So the theory, at best, is a shaky one. 


(2) It has been argued* that the bank should be allowed to 
defend against the drawer under a rule of quasi-contracts al- 


25See the form of stop payment “request” prepared by the Legal Department of the 
American Bankers’ Association, reprinted at $ Paton, Dig. Leg. Ops. 3,474-75 (1944), 
which, if signed by the depositor, would probably relieve the bank of liability in almost 
any eventuality. 

26 Britton, Bills and Notes § 181 (1943); 3 Paton, Dig. Leg. Ops. 3,478 (1944); Recovery 
against Depositor by Bank Paying Instrument after Stop Notice, 40 Harv. L. Rev. 110, 
114 (1926); Recovery by Drawer against Bank for Payment of Check in Violation of 
Stop Payment Order, 45 Yale L.J. 1134, 1187 (1936). 

27 The relevant provisions of the UCC are discussed infra. 

28 This analysis is suggested in the concurring opinion by Bijur, J., in K. & K. Silk Trim- 
ming Co. v. Garfield Nat. Bank, 127 Misc. 27, 32, 215 N.Y. Supp. 269, 274 (S. Ct., 1926): 
“In the case before us, since the maker had forbidden the bank to pay the note, its 
acquisition thereof from the holder is not a discharge. . . .-I see no reason in law or 
equity why the defendent bank is not the owner, entitled to counterclaim the amount 
thereof. . . .” 

29 See Rest., Contracts § 421 (1982). 

80 Joyce, op. cit. supra note 19, at § 51. 

81 Harvard L. Rev., op. cit. supra note @6. 
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lowing recovery for a benefit conferred under mistake as to the 
existence of facts affecting the obligation to perform a con- 
tract. No stop payment case has been found which uses this 
reasoning. 

(8) The most favored theory is that of subrogation, a doc- 
trine which is said to suit any situation “where it is equitable 
that a person furnishing the money to pay a debt would be 
substituted for the creditor.”*? As against the drawer, a bank 
would be allowed to benefit from any rights which would have 
been available to the holder or payee to whom the bank made 
erroneous payment; in suit for recovery from the payee or 
other holder, the bank could assert such rights as the drawer 
might have in respect to the underlying transaction. In this 
way, subrogation elegantly satisfies the sanction criterion sug- 
gested above: the real burden that stop payment seeks to mini- 
mize—finding, and getting and executing judgment against a 
party wrongfully paid—is clearly placed upon the bank, but 
there is no penalty for failure insofar as the failure causes no 
injury. No party to a check could then be harmed or improved 
in his ultimate position by a stop order, except as intended by 
the policy of the law. The incentive for speculative stop pay- 
ment is removed. Strict liability, in conjunction with the sub- 
rogation remedy, efficiently transfers the risk of litigation from 
the drawer, who is no longer in a position to reduce it, to the 
bank, which can, and will automatically solve the social welfare- 
maximizing equation in attending to its own interests. 


The symmetrical subrogation remedy is advanced in Sec- 
tion 4-407 of the Code.* In promulgating it, the drafters have 
wisely adapted a powerful tool of equity to a use for which it 
has been widely recommended, but seldom employed by the 
courts.** The result should prove to be a considerable advance. 


82 Sherman v. Yarbo Products Corp., 201 App. Div. 647, 194 N.Y. Supp. 705, 706 
(1922). 

33 Such a remedy was included as early as 1934 in drafts prepared by Professor Roscoe 
Steffen of a Uniform Bank Collection Code. Fifth Tentative Draft § 14, Handbook of 
the National Conference of Commissioners on Uniform State Laws 172 (1934). This 
act was never promulgated to the legislatures. The earlier American Bankers’ Asso- 
ciation Collection Code, enacted by eighteen states, has no comparable provision. 
84The General Counsel of the American Bankers’ Association expresses the opinion 
that “a bank would seem to be entitled to be subrogated to the rights of the drawer 
against the payee.” But no cases are cited. $ Paton, Dig. Leg. Ops. $475, $478 (1944). 
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III 


The bankers have advanced a less elegant but highly effec- 
tive remedy for the stop payment malaise—eliminate the stop 
payment duty altogether. This they have sought to do con- 
tractually by placing in passbooks and stop order forms clauses 
which exculpate the bank from liability in cases of payment 
“through inadvertence, accident, or oversight.’”*’ Such clauses 
have now been tested in the courts of nine states.*° 

In New York, Massachusetts, and Indiana, the clauses 
have been held valid. In Gaita v. Windsor Bank,” the leading 
New York case, the court recognizes that the common law duty 
of the bank is absolute, and that a depositor may hold a bank 
to that duty, but allows “freedom of contract” where the de- 
positor has signed away his right—the clause is not void as 
against public policy. The Massachusetts* and Indiana” 
courts agree. 

In California,** Ohio,“ and Pennsylvania* the exculpatory 
clause cited is contrary to public policy, whether it appears in 
the original passbook contract or on stop order forms which 





To support the statement that the bank may be subrogated to the rights of the payee 
against the drawer, Professor Britton cites only one case, and that of doubtful relevance. 
Britton, Bills and Notes § 181 n. 5 (1943). 

35 See note 25 supra. 

36 See, generally, Exculpation Clauses in Stop-Payment Orders, 6 Rutgers L. Rev. 577 
(1952); Stipulation Relieving Bank from, or Limiting Its Liability for Disregard of, 
Stop-Payment Order, 1 A.L.R. 2d 1155 (1948). 

37 251 N.Y. 152, 167 N.E. 203 (1929). This decision reversed the older New York rule 
announced in Elder v. Franklin Nat. Bank, 25 Misc. 716, 55 N.Y. Supp. 576 (S. Ct., 
1899), and Levine v. Bank of the U.S., 182 Misc. 130, 229 N.Y. Supp. 108 (N.Y. Munic. 
Ct., 1928). It has been followed in the subsequent decisions: Edwards v. National 
City Bank of N.Y., 150 Misc. 80, 269 N.Y. Supp. 637 (N.Y. Munic. Ct., 1934); Pyramid 
Musical Corp. v. Floral Park Bank, 268 App. Div. 783, 48 N.Y.S. 2d 866 (1944); Chase 
Nat. Bank v. Battat, 297 N.Y. 185, 78 N.E. 2d 465 (1948); Cortillion Fabrics Corp. v. 
National Safety Bank & Trust Co. of N.Y., 193 Misc. 741, 84 N.YS. 2d 880 (S. Ct., 
1949); In re Rousos’ Will, 195 Misc. 959, 91 N.Y.S. 2d 551 (Surr. Ct., 1949). 

88 Tremont Trust Co. v. Burack, 235 Mass. 398, 126 N.E. 782 (1920). 

89 Hodnick v. Fidelity Trust Co., 96 Ind. App. 342, 183 N.E. 488 (1932). 

40 Hiroshima v. Bank of Italy, 78 Cal. App. 362, 248 Pac. 947 (1926); Grisinger v. 
Golden State Bank, 92 Cal. App. 443, 268 Pac. 425 (1928). 

41 Speroff v. First-Central Trust Co., 149 Ohio St. 415, 79 N.E. 2d 119 (1948), noted 
in 17 Fordham L. Rev. 268 (1948), 24 Notre Dame Lawyer 117 (1948), 9 Ohio St. LJ. 
543 (1948), $4 Va. L. Rev. 834 (1948), 33 Minn. L. Rev. 179 (1949), and 18 U. of 
Cin. L. Rev. 105 (1949). This case overrules John H. Mahon Co. v. Huntington Nat. 
Bank, 62 Ohio App. 261, 23 N.E. 2d 638 (1939). 

42 Thomas v. First Nat. Bank of Scranton, 126 L.I. 203 (Pa., 1952), noted in 25 Temp. 
L.Q. 486 (1952), and 2 Catholic U.L. Rev. 128 (1952). Cf. Cohen v. Bank of Phila- 
delphia, 69 Pa. Super. 48 (1917). 
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a poorly advised depositor signs at a bank’s behest. The high- 
est Connecticut*® and New Jersey“ courts have also struck down 
such clauses in the cases coming before them, but on the grounds 
that where the clause is found in the stop order form the bank 
gives no consideration for the depositor’s waiver of his right. 
And in South Carolina,* the Supreme Court found for the de- 
positor without passing upon the clause by holding that the 
burden of proof that the failure was “mere inadvertence or 
oversight” was on the bank when it pleaded the clause in bar, 
and had not been met. 


The most persuasive opinion on the subject is also the most 
recent—that of the Superior Court of New Jersey in Reinhardt 
v. Passaic-Clifton National Bank Trust Company.*© The 
plaintiff had signed a stop order form provided by the bank 
containing a small-print exculpation clause. A notice to the 
clerks was duly recorded on the jacket over the ledger sheet of 
the plaintiff’s account, but the check was paid. Reviewing all 
the cases, the court decided on the narrower ground of failure 
of consideration for the lease, recognizing that the liability 
which the bank sought to avoid was “not dependent on the proof 
that the bank failed to exercise reasonable care,” and suggest- 
ing stronger medicine, if need be, in the future: 

Perhaps the bank and its depositor may, in legal contemplation, be 
viewed as having equal bargaining power and freedom of contract, al- 
though full recognition of modern day realities may well suggest a con- 
trary conclusion. . . . Nevertheless, the bank has been entrusted with 
an important franchise to serve the public and has, from time to time, 
received broad legislative protection. ... Under the circumstances might 
it not be appropriate to apply to banks the legal doctrine which has 
deprived quasi-public enterprises such as utilities of the power to require 
release clauses comparable to that used by the defendant?? 

In avoiding the effect of the clause, the California and Ohio 
courts have, on the other hand, fallen into an easy error. They 


43 Calamita v. Tradesmen’s Nat. Bank, 185 Conn. 326, 64 A. 2d 46 (1949), noted in 25 
N.Y.U.L. Rev. 419 (1950). 


44 Reinhardt v. Passaic-Clifton Nat. Bank & Trust Co., 16 N.J. Super. 430, 84 A. 2d 
741 (1951), noted in 27 N.Y.U.L. Rev. 345 (1952). 

45 Carroll v. South Carolina Nat. Bank, 211 S.C. 406, 45 S.E. 2d 729 (1947). 

4616 NJ. Super. 480, 84 A. 2d 741 (1951). 

47 Thid., at 486 and 744. 
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throw out the clause as contravening public policy against “‘es- 
caping liability for one’s own negligence by contract. The 
exculpatory clauses, of course, do seek to do this, but they also 
attempt more—to contract away the greater duty required by 
the traditional strict liability. These cases are thus made to turn 
on a weaker ratio decidendi than was available; more impor- 
tant, their language indicates a confusion as to the traditional 
stop payment rule. These misplaced words have found their 
way into the Uniform Commercial Code, Section 4-103 pro- 
viding: 

The effect of this Article may be varied by agreement except that no 
agreement can disclaim a bank’s responsibility or limit the measure of 
damages for its own lack of good faith or failure to exercise due care. 
(Emphasis added.) 

This section, in effect, reduces the bank’s duty from its tra- 
ditional level to the lower requirement of “good faith” and 
“due care.” Furthermore, under the Code’s rule, the deposi- 
tor’s simple cause of action in pleading payment over a stop 
order*® becomes one in which it is necessary to show that the 
operation of the bank’s echeck-stopping machinery, at the fate- 
ful moment, was not on a par with the standard and reasonable 
practice set by the banking community, a task which a deposi- 
tor is in a singularly poor position to undertake, regardless of 
the facts of the case.” 


Perhaps some courts, faced with the Code’s provision, might 





48 Hiroshima v. Bank of Italy, 78 Cal. App. 362, 378, 248 Pac. 947, 953 (1926). 


49 The necessary allegations in an action by a drawer on failure of stop payment are 
(1) that plaintiff had money on deposit, (2) that the check was issued, (3) that a stop 
payment order was given, (4) that the check was nevertheless paid, and (5) that the 
money was demanded from the drawee, which demand was refused. 6 Zollman, Banks 
and Banking § $711 (1936). 


The UCC provides specifically only that: “The burden of establishing the fact and 
amount of loss resulting from the payment of an item contrary to a binding stop order 
is on the customer.” UCC § 4-403(3). The critical question—who bears the burden of 
proof as to “due care’—is not treated. The usual rule would appear to apply. See 
note 51 infra. 


50 A somewhat comparable situation is that in which a depositor claims loss of property 
from a bank safe deposit box. In spite of the ease of perjury in the deposit box cases, 
the courts have often, although not always, ruled that there is a presumption of negli- 
gence on the part of the depositary arising from the depositor’s testimony that the 
property was placed in the box and never returned. See eg., Veihelmann v. Manu- 
facturers’ Safe Deposit Co., 303 N.Y. 526, 104 N.E. 2d 888 (1952). The outcome may 
depend on the form of the depositor’s complaint. See Liability for Loss of Contents of 
Safe-Deposit Box, 183 A.L.R. 279, 291 (1941); Ability of Banks to Limit Liability by 
Contract, 26 Notre Dame Lawyer 476 (1951). 
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follow the lead of the South Carolina decision,” salvaging in 
part the stop payment duty by placing the burden of proof on 
the bank as to absence of negligence, or by directing the jury’s 
attention to the inferences which arise from a situation when 
the doctrine of res ipsa loquitur is appropriate.” 


But even so, it is difficult to understand the inclusion of this 
provision in the same Article which recognizes the only major 
flaw in the present stop payment rules, and handsomely cor- 
rects its unreasonable harshness on payor banks by allowing 
subrogation. It would seem more reasonable for the Code to 
have chosen the course of efficiency and simplicity by making 
explicit the public policy which for more than a century has 
defined stop payment as a service to the business community 
which a bank must perform, if it is to be done at all, because 
there is no one else who can. 





51 Carroll v. South Carolina Nat. Bank, 211 S.C. 406, 412, 45 S.E. 2d 729, 731 (1947), 
where the court said, [W]e think the admitted facts show a prima facie case of liability 
and the burden of producing evidence to overcome appellant’s prima facie case by show- 
ing that it acted in good faith and used all reasonable efforts to comply with the in- 
structions given rested on respondent. . . . Appellant would not be expected to know 
these facts.” And see Chicago Savings Bank v. Block, 126 Ill. App. 128, (1906). 
Apparently this rule is followed in Pennsylvania. Thomas v. First Nat. Bank of 
Scranton, 126 L.I. 203 (Pa., 1952). But the general rule is that the full burden of proof 
must be sustained by the drawer. 9 C.J.S., Banks and Banking § 411 (1938). 


52 See Prosser, Torts §§ 43, 44 (1941). 





Conversion, Merger and Consolidation 
Legislation —“Two-Way Street” For 
National and State Banks 


By THOMAS B. PATON 
Of the New York Bar 


The National Bank Merger Act, 1950, P. L. 706, as 
amended 1952, P. L. 515, is of tremendous importance to those 
concerned with the preservation of our dual system of banking. 
This legislation places national banks on a more equal basis 
with state banks with respect to transferring from one bank 
system (state or national) to the other, by way of conversion, 
merger or consolidation. 

Reversing a federal policy prevailing over a period of some 
ninety years, national banks now have an express statutory 
right to convert into or merge or consolidate with state banks. 
Likewise, in some states, state banks entering the national 
banking system have enjoyed a similar privilege under their 
state laws, referred to by some bankers as a one-way exit. In 
passing this legislation, Congress by permitting a “two-way 
street” for passing from the national to the state banking sys- 
tem and the reverse, has recognized the state banking system 
as an important factor in our nation’s economy. 

It is true that national banks had been free to enter the 
state banking system, but the procedure required liquidation 
and involved the administrative and other difficulties of trans- 
ferring assets to the resulting state bank. Hitherto, under the 
requirements of the federal statutes, a national bank could not 
leave the national system except by dissolution and liquidation 
and therefore possible liability of stockholders for taxable cap- 
ital gains. Such liability for taxable gains, as well as other 
types of taxes, can conceivably develop into an obstacle stand- 


Editor's Note: Reprinted with the permission of the editors of The Business Lawyer, a 
publication of the Section of Corporation, Banking and Business Law of the American 
Bar Association. 
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ing in the way of complete duality. This is true especially in 
cases where a substantial portion of the capital of a national 
bank upon liquidation shows a capital gain. 

The seriousness of the tax penalty was brought to public 
notice in 1946. In that year, the Pennsylvania state banking 
system suffered a loss of approximately one billion dollars 
when two state banks merged with national banks under na- 
tional charters. The potential taxation was a major considera- 
tion in the decision to continue the business of these state banks 
under national charter. The original intention was to operate 
under state charters. The “loss” of a billion dollars to the state 
system was a “gain” of a billion dollars to the national system 
and, incidentally, the revenue of the Pennsylvania State Bank- 
ing Department which is derived from assessments of such in- 
stitutions was subtantially reduced. 


Under the new law voluntary liquidation is no longer neces- 
sary. The way is now clear for a national bank to move into the 
state banking system without risk of a tax penalty. To accom- 
plish this result the new law provides that the resulting state 
bank shall be considered the same business and corporate entity 
as the national bank. It also provides that national banks may 
leave the system without obtaining approval from the Comp- 
troller of the Currency to do so. The balancing provision is 
that P. L. 706 should not apply to any state if it required ap- 
proval by the state banking department to leave the state bank- 
ing system, 

The following provisions of P. L. 706, as amended, are 
pertinent: 


The resulting state bank shall be considered the same business 
and corporate entity as the national banking association. .. . Any 
reference to such national banking association in any contract, will, 
or document shall be considered a reference to the state bank, if 
not inconsistent with the provisions of the contract, will, or docu- 
ment, or applicable law. P. L. 706, section 3. 


. . and no such conversion, merger, or consolidation shall take 
place under said sections unless under the law of the state in which 
such national banking association is located state banks may with- 
out approval by any state authority convert into and merge or con- 
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solidate with national banking associations under limitations or con- 
ditions no more restrictive than those contained in section 2 of this 
title, with respect to the conversion of a national bank into, or 
merger or consolidation of a national bank with, a state bank under 
state charter. P. L. 706, section 4, amended by P. L. 515. 


Attention is called to the words “imitations or conditions” 
as used in P. L. 706, section 4, beyond which a state law cannot 
go, and which will be measured by the standard set out in P. L. 
706, section 2, if the federal law is to be effective. These “limi- 
tations or conditions” are summarized as follows: 


This section, in authorizing a national bank to convert into or 
merge or consolidate with a state bank in the same state in which 
the national bank is located, sets forth the requisite corporate pro- 
cedure to be taken by the national bank. It is similar to the present 
procedure for the consolidation of national banks and the consoli- 
dation of national and state banks except in minor matters. These 
are primarily the waiver of three of the four prescribed publications 
of notice of shareholders’ meeting by the holders of two-thirds of 
each class of capital stock with the approval of the Comptroller of 
the Currency; the selection by dissenting shareholders of one ap- 
praisal committee rather than a separate committee for each dis- 
senting shareholder; and.in the opportunity given a dissenting share- 
holder to change his mind by requiring of him that, in addition to 
his timely dissent, he must in writing request payment of the value 
of his shares within 30 days after the action from which he dissents. 
A dissenting shareholder shall be entitled to receive in cash the value 
of the shares held by him. (Excerpt from Report of Committee on 
Senate Banking and Currency accompanying H.R. 1161, P. L. 706.) 


Following the passage of the federal act, it remained for 
the states to make any necessary change in their laws to con- 
form with the provisions in P. L. 706, section 2. State legisla- 
tion must permit state banks without approval of any state 
authority to convert into and merge or consolidate with na- 
tional banks. The state should also provide for the concept of 
continuing entity—that is, the resulting state or national bank 
shall be considered the same business and corporate entity as 
the merging or converting bank. A provision in the state law 
to this effect seems necessary on the theory that Congress has 
no power to say what the corporate entity rule of the state 
should be. 
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In order to assist states in enacting legislation implement- 
ing the federal act, the American Bankers Association prepared 
and distributed a model draft which it believes contains provi- 
sions measuring up to the standard prescribed in the federal 
act. Pertinent sections of this draft are as follows: 


Section 2. Resulting National Bank. 

A. Nothing in the law of this state shall restrict the right of a 
state bank to merge with or convert into a resulting national bank. 
The action to be taken by such merging or converting state bank 
and its rights and liabilities and those of its stockholders shall be the 
same as those prescribed for national banks at the time of the action 
by the law of the United States and not by the law of this state, 
except that a vote of the holders of two-thirds of each class of voting 
stock of a state bank shall be required for the merger or conversion, 
and that on conversion by a state into a national bank the rights of 
dissenting stockholders shall be those specified in section 9. 

B. Upon the completion of the merger or conversion, the 
franchise of any merging or converting state bank shall automatically 
terminate. 


Section 8. Continuation of Corporate Entity; Use of Old Name. 

A. A resulting state or national bank shall be considered the 
same business and corporate entity as each merging bank or as the 
converting bank with all the property, rights, powers, duties, and 
obligations of each merging bank or the converting bank, exccpt as 
affected by the state law in the case of a resulting state bank or the 
federal law in the case of a resulting national bank, and by the 
charter and by-laws of the resulting bank. 

B. A resulting bank shall have the right to use the name of any 
merging bank or of the converting bank whenever it deems it more 
convenient to do so. 

C. Any reference to a merging or converting bank in any writ- 
ing, whether executed or taking effect before or after the merger or 
conversion, shall be deemed a reference to the resulting bank if not 
inconsistent with the other provisions of such writing. 


Section 9. Dissenting Stockholders. 
A. The owner of shares of a state bank (other than the con- 
tinuing bank)! which were voted against a merger to result in a 


1 This parenthetical phrase can be included if it is desired not to give the shareholders 
of the continuing bank the right to receive the cash value of their shares. This brings 
the draft partly in line with P. L. 530 of July 14, 1952, relating to the rights of dis- 
senting stockholders in the case of a “merger” resulting in a national bank. 
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state bank, or against the conversion of a state bank into a national 
bank, shall be entitled to receive their value in cash, if and when the 
merger or conversion becomes effective, upon written demand, made 
to the resulting state or national bank at any time within thirty 
days after the effective date of the merger or conversion accompanied 
by the surrender of the stock certificates. The value of such shares 
shall be determined, as of the date of the stockholders’ meeting ap- 
proving the merger or conversion, by three appraisers, one to be se- 
lected by the owners of two-thirds of the shares involved, one by 
the board of directors of the resulting state or national bank, and 
the third by the two so chosen. The valuation agreed upon by any 
two appraisers shall govern. If the appraisal is not completed within 
ninety days after the merger or conversion becomes effective the 
state banking department shall cause an appraisal to be made. 

B. The expenses of appraisal shall be paid by the resulting state 
bank. 

C. The resulting state or national bank may fix an amount 
which it considers to be not more than the fair market value of the 
shares of a merging or the converting bank at the time of the stock- 
holders’ meeting approving the merger or conversion, which it will 
pay dissenting shareholders of that bank entitled to payment in cash. 
The amount due under such accepted offer or under the appraisal 
shall constitute a debt of the resulting state or national bank. (Amer- 
ican Bankers Association Model Draft, January 13, 1953.) 


It should be noted that the model draft contains a rather 
simple method of meeting the requirements of P. L. 706, sec- 
tion 2, by providing that the law for national banks and na- 
tional bank stockholders and not the law of the state shall be 
applicable. In other words, section 2 is automatically effective 
as state law. With respect to the rights of dissenting stock- 
holders of the state bank converting into a national bank, there 
being no federal law on this subject, provisions of section 9 of 
the model draft apply. 


It is reported that during the period of two years and ten 
months since P. L. 706 was signed (Aug. 17, 1950), 33 national 
banks transferred to the state system, while 32 state banks 
moved into the national system. During this same period, 
many states have enacted legislation in order to make P. L. 
706 fully effective. 


In passing on these transfers, the office of the Comptroller 
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of the Currency must of necessity determine whether the state 
law as applied to national banks is adequate before granting 
or withholding approval. Examination of the General Cor- 
poration Laws is required in those states which have no legisla- 
tion relative to state banks becoming national banks. If both 
national and state banks and their stockholders are to enjoy 
equal advantages under federal and state law it would seem 
that legislation patterned on the model draft is needed. 


A pertinent decision of the United States Supreme Court, 
holding in substance that a state building and loan association 
cannot be converted into a federal savings and loan association 
without the consent of the state, is Hopkins Federal Savings 
and Loan Association v. Cleary, 296 U. S. 815, 56 Sup. Ct. 
235 (1935). If the reasoning in the Hopkins case applies to 
banks, a state bank cannot convert into or merge or consolidate 
with a national bank without state statutory authorization. 


Notwithstanding some opposition to the passage of P. L. 
706, it is quite significant that the office of the Comptroller of 
the Currency has generously given support to this legislation. 
In a speech by the Comptroller delivered at a meeting of the 
National Association of Supervisors of State Banks the Comp- 
troller said: 


My office has been and still is interested in an equitable two-way 
street arrangement between our dual banking systems. It is natural 
that with over 14,500 banks in the country there may be economic 
and psychological factors which permit some bankers to prefer the 
state system where they are located and others to prefer the 
national system... . 


Contrast this attitude with a statement in the Minority 
Report of the Senate Committee on Banking and Currency in 
opposition to P. L. 706, as follows: 


Secretary of Treasury Chase’s view that the national system 
would completely displace the state systems, and would “root out 
the heterogeneous local banks,” apparently explains the failure to 
provide an easy method for converting national banks into state 
banks, rather than the theory that the omission was “an historical 
accident.” The underlying purpose obviously was to prevent such 
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conversions and at the same time to encourage state banks to move 
into the national system. 


The Majority Report of the Senate Banking and Currency 
Committee in support of P. L. 706 gives some idea of the 
thinking of Congress on this subject. An excerpt from this 
report reads as follows: 


If we are to have a dual banking system with national banks 
operating side by side with state banks, with state banks being per- 
mitted to convert into national associations, or to consolidate with 
national banks and thus continue the banking business under a na- 
tional charter, then a tax obstacle should not stand in the way of 
complete duality—of freedom of egress by banks from the national 
system. 


This article will serve a useful purpose if it alerts bank 
counsel to the need for enacting satisfactory legislation which 
makes P. L. 706 fully effective. Those vitally concerned with 
the preservation of the dual system of banking will welcome 
the reversal of federal policy. They should without delay make 
the “two-way street” a reality in all the states. 





BANKING DECISIONS 


In this department are published each month all of the important deci- 
sions of the Federal and State Courts imvolving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 





Report on the Transamerica Case 


The case against Transamerica Corporation by the Board 
of Governors of the Federal Reserve System has finally ended. 
After an unfavorable decision by the Federal Court of Ap- 
peals, Third Circuit, the Board, despite strong opposition by 
two of its members, requested the Supreme Court to review 
the case. On November 30, 1953 the Supreme Court turned 
down this request and a few days later the Board announced 
that “no further action will be taken in the proceedings.” 


The complaint against ‘Transamerica was issued on June 
24, 1948. It charged that ‘Transamerica was violating Section 
7 of the Clayton Act by its acquisition of stock of independent 
commercial banks in California, Oregon, Nevada, Washington 
and Arizona. ‘The part of the Clayton Act relied on in the 
complaint makes unlawful the acquisition of stock of two or 
more corporations engaged in interstate commerce where such 
acquisition tends substantially to lessen competition among the 
acquired corporations or tends to create a monopoly. 


Although the Board found that Transamerica controls ap- 
proximately 41% of all commercial bank offices in the five state 
area and holds approximately 39% of commercial deposits and 
50% of commercial loans, its findings did not show that such 
holdings lessened competition between the acquired banks or 
tended to create a monopoly. The court pointed out there was 
no finding that the five state area constituted “a single area of 
effective competition among commercial banks.” On the con- 
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trary the findings showed that the competitive area of the ac- 
quired banks was confined to the local community where each 
bank operated. T'ransamerica Corporation v. Board of Gov- 
ernors of Federal Reserve System, United States Court of 
Appeals, Third Circuit, 206 F. 2d 163. 


The opinion of the court is as follows: 


MARIS, C. J.—Transamerica Corporation, a corporation of Dela- 
ware, has petitioned this court to review an order of the Board of Gov- 
ernors of the Federal Reserve System entered against it under Section 
11 of the Clayton Act, 15 U.S.C.A. § 21, to enforce compliance with 
Section 7 of the Act, 15 U.S.C.A. § 18. The Board’s complaint was is- 
sued June 24, 1948, charging Transamerica with having violated Section 
7 in that for many years it and its predecessors have continuously and 
systematically been acquiring the stocks of independent commercial 
banks located in the five states of California, Oregon, Nevada, Wash- 
ington and Arizona, and that the effect of such acquisitions may be to 
substantially lessen competition, restrain commerce or tend to create 
a monopoly. 

Hearings were held on the Board’s complaint before a member of the 
Board as hearing officer. The hearing officer submitted recommended 
findings to the Board to which exceptions were filed. After hearing the 
exceptions the Board, two members dissenting, on March 27, 1952, en- 
tered the order here challenged, finding that Transamerica’s acquisitions 
and ownership of the stocks of the various banks named in the com- 
plaint constituted a violation of Section 7 of the Clayton Act and re- 
quiring Transamerica to divest itself of all such stocks, except that of 
Bank of America National Trust and Savings Association, within an 
over-all period of two years and ninety days. 

At the outset we are confronted with a question of jurisdiction. 
Transamerica sought to have the Board’s complaint dismissed and here 
seeks to have it set aside upon the ground that under Section 11 of the 
Clayton Act the only authority given to the Board is to enforce com- 
pliance with those sections of the Act which are “applicable to banks, 
banking associations and trust companies,” and that the provisions of 
Section 7 here sought to be enforced do not apply to such institutions. 
To determine the validity of this contention we turn first to the language 
of Section 7 of the Clayton Act, which is as follows: 

“Sec. 7. That no corporation engaged in commerce shall 
acquire, directly or indirectly, the whole or any part of the stock 

or other share capital of another corporation engaged also in com- 

merce, where the effect of such acquisition may be to substan- 

tially lessen competition between the corporation whose stock 
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is so acquired and the corporation making the acquisition, or to 

restrain such commerce in any section or community, or tend to 

create a monopoly of any line of commerce. 

“No corporation shall acquire, directly or indirectly, the whole 
or any part of the stock or other share capital of two or more 
corporations, engaged in commerce where the effect of such ac- 
quisition or the use of such stock by the voting or granting of 
proxies or otherwise, may be to substantially lessen competition 
between such corporations, or any of them, whose stock or other 
share capital is so acquired, or to restrain such commerce in any 
section or community, or tend to create a monopoly of any line of 
commerce. 

“This section shall not apply to corporations purchasing such 
stock solely for investment and not using the same by voting or 
otherwise to bring about, or in attempting to bring about, the 
substantial lessening of competition. Nor shall anything con- 
tained in this section prevent a corporation engaged in commerce 
from causing the formation of subsidiary corporations for the 
actual carrying on of their immediate lawful business, or the na- 
tural and legitimate branches or extensions thereof, or from own- 
ing and holding all or a part of the stock of such subsidiary 
corporations, when the effect of such formation is not to substan- 
tially lessen competition. .. .”* 

It will be seen that the significant language of Section 7 is that “No 
corporation shall acquire . . . the stock . . . of two or more corporations 
engaged in commerce where the effect of such acquisition . . . may be” 
that denounced by the section. This language is so clear and unam- 
biguous as to leave no room for construction” Its sweep includes all 
“corporations engaged in commerce” without exception. The Board 
found, and Transamerica does not contest the finding, that the com- 
mercial banks the stocks of which are here involved were engaged in 
interstate commerce.’ Those banks must, therefore, be held to be within 
the purview of Section 7. 

Transamerica argues that Congress has not in the past regulated the 
banking business by legislation directed to corporations generally but 
rather by special banking legislation and it says that the legislative 
*$8 Stat. 730, 731-732, 15 U.S.C.A. § 18. Section 7 was amended in 1950. 64 Stat. 1125. 
The amendment is prospective only. The proceedings here in question were conducted 
= - order under review was entered under Section 7 as it existed prior to the amend- 


* Lewis v. United States, 1875, 92 U. S. 618, 621, 23 L.Ed. 518; Standard Fashion Co. v. 
Magrane-Houston Co., 1922, 258 U. S. $46, $56, 42 S.Ct. 360, 66 L.Ed. 653. 

* This finding was clearly correct. National Labor Relations Board v. Bank of America 
etc., 9 Cir., 1942, 180 F.2d 624, 626, certiorari denied $18 U.S. 791, 792, 68 S.Ct. 992, 87 
L.Ed. 1157, 1158; United States v. South-Eastern Underwriters Association, 1944, $22 
U. S. 588, 64 S.Ct. 1162, 88 L.Ed. 1440. 
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history indicates that Congress did not intend to depart from this prac- 
tice in the Clayton Act. In particular Transamerica points to Section 
8 of the Act, 15 U.S.C.A. § 19, which deals specifically with interlocking 
directors of banks. 

It may readily be admitted that Congress has in the past customarily 
dealt with the banking business by special legislation directed solely to 
that end. This it did under its fiscal and currency powers.’ Indeed more 
than 100 years ago the Supreme Court had held that banking was not 
commerce.’ It is, therefore, doubtless true that the members of Con- 
gress in enacting Section 7 of the Clayton Act in 1914 did not specifically 
contemplate that “corporations engaged in commerce” would include 
banks. We find nothing in the legislative history, however, to indicate 
that Congress did not intend by Section 7 to exercise its power under 
the commerce clause of the Constitution to the fullest extent. The 
avowed purpose of the Clayton Act was to supplement the Sherman 
Act, 15 U.S.C.A. §§ 1-7, 15 note, by arresting in their incipiency those 
acts and practices which might ripen into a violation of the latter act. 
Since the general language of the Sherman Act was designed by Con- 
gress “to go to the utmost extent of its Constitutional power in restrain- 
ing trust and monopoly agreements” the supplementary general 
language of the Clayton Act was undoubtedly intended to have the same 
all inclusive scope. 


We turn then to the merits of the case. The Transamerica group 
had its origin in 1904 when A. P. Giannini organized the Bank of Italy 
(now Bank of America National Trust and Savings Association) with 
headquarters in San Francisco. This bank is said to be the largest bank 
in the world, due principally to the fact that more than 550 independent 
banks and branches in the State of California have been acquired and 
either converted into branches of Bank of America or merged or con- 
solidated with it. Until 1917 these acquisitions were made by individual 
officers of the bank, who pledged their personal credit when stock of an 
independent bank was being purchased. In that year Stockholders Aux- 
iliary Corporation, a Transamerica predecessor, was organized and this 
company thereupon acted as purchaser of independent banks in Cali- 
fornia destined for inclusion within the Bank of America system. 


In 1918 another corporation, Bancitaly Corporation, was organized 
by A. P. Giannini, the largest stockholder of which was Stockholders 
Auxiliary Corporation. This company acquired the stocks of various 
banks located in New York City and certain foreign countries. Later 


“McCulloch v. State of Maryland, 1819, 4 Wheat. $16, 17 U. S. 316, 4 L.Ed. 579; Os- 
born v. President, etc., of Bank of United States, 1824, 9 Wheat. 738, 22 US. 738, 6 L.Ed. 
204; Farmers’ and Mechanics’ National Bank v. Dearing, 1875, 91 US. 29, 23 L.Ed. 196. 
* Nathan v. Louisiana, 1850, 8 How. 73, 49 U. S. 73, 12 L. Ed. 993. 

* United States v. South-Eastern Underwriters Association, 1944, 822 U. S. 533, 558, 64 
S, Ct. 1162, 1176, 88 L. Ed. 1440. 
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on it also acquired stock interests in California banks. 1n 1924 still an- 
other corporation was formed called Americommercial Corporation and 
it, too, acquired controlling stock interests in California banks. In 1928 
Transamerica Corporation, the petitioner here, was organized to take 
over stock control of Bank of America and its affiliated companies. Since 
that time Transamerica has acted as purchaser of independent banks in 
California for Bank of America. 


In 1930 Transamerica acquired The First National Bank of Port- 
land, Oregon, which has since become the principal Transamerica branch 
banking system in that state. In 1934 it acquired the First National 
Bank in Reno, Nevada, the name of which has subsequently been 
changed to First National Bank of Nevada. In 1936 it acquired the 
National Bank of Tacoma, Washington, the name of which was later 
changed to National Bank of Washington. In 1937 it acquired the First 
National Bank of Arizona at Phoenix, the Phoenix National Bank and 
the Phoenix Savings Bank & Trust Company (the latter being an affil- 
iate of the Phoenix National Bank). The Phoenix National Bank and 
the First National Bank of Arizona at Phoenix were later consolidated 
as the First National Bank of Arizona. Numerous subsequent acquisi- 
tions of independent banks were made by. Transamerica in these four 
states, most of which have been converted into branches of the banks 
just mentioned. 

Commencing in 1937 Transamerica, which then held substantially 
all the stock of Bank of America, began a program of voluntary disposal 
of these holdings. In that year it distributed 58% of this stock to its own 
shareholders. By 1948 Transamerica’s holdings of Bank of America 
stock had been reduced to 22.88% and by 1951 to 7.66%. On October 
20, 1952, the last of the stock was disposed of so that today Transamerica 
has no stock interest whatever in Bank of America. Also upon the death 
of L. M. Giannini on August 19, 1952, the two corporations ceased to 
have any director in common.’ The Board, nonetheless, in its findings of 
fact included Bank of America in the Transamerica banking group, 
along with 47 majority owned banks which Transamerica had acquired 
in the five states, since it regarded Transamerica as still exercising effec- 
tive control over Bank of America in spite of its then comparatively 
small stock interest. The Board did not include Citizens National Trust 
and Savings Bank of Los Angeles, in which Transamerica also has a 
minority stock interest, however, since it did not find that Transamerica 
exercises control over that bank. 

The Board’s findings of fact set forth the growth, by years, in bank- 
ing offices, deposits and loans of the Transamerica banking group. This 


* These events of 195@ do not appear in the record but Transamerica has asked leave to 
introduce evidence establishing them and the Board concedes that they have occurred. 
Brief for respondent, p. 66. 
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growth has been steady. The Transamerica group controls approxi- 
mately 645 or 41% of all commercial banking offices in the five-state 
area. In addition the Transamerica group holds approximately 397% of 
all commercial bank deposits and approximately 50% of all commercial 
bank loans in the five-state area.” On the basis of such overall figures 
as these and without any findings as to the competitive effect of Trans- 
america’s bank acquisitions in the communities in which the banks op- 
erate the Board reached its conclusion that the acquisitions violated 
Section 7 of the Clayton Act and accordingly called for the order of 
divestment here under review. 


It will be recalled that Section 7 makes unlawful the acquisition of 
the stock of two or more corporations engaged in interstate commerce 
where its effect “may be to substantially lessen competition between 
such corporations, or any of them, whose stock or other share capital is 
so acquired, . .. or tend to create a monopoly of any line of commerce.” 
The contention of Transamerica is that the Board’s findings wholly fail 
to furnish support to the conclusion that the effect of Transamerica’s 
acquisitions of bank stocks may be to substantially lessen competition 
between the acquired banks or that those acquisitions may tend to 
create a monopoly in the banking business. 


We think that Transamerica’s contention with respect to substantial 
lessening of competition must be sustained. The ban imposed by Section 
7 in this regard is solely against stock acquisitions which may have the 
effect of substantially lessening competition between the companies ac- 
quired. The application of this clause obviously requires a preliminary 
determination of the area of effective competition between the com- 
panies involved before the question of competition between them may 
be considered. The Board has made such a determination in this case, 
finding that the business of commercial banks is largely local and con- 
fined to the communities in which they operate and in which customers 
may conveniently visit them. The Board made this finding in subpara- 
graph (f) of Paragraph Seven of its findings of fact, as follows: 


“Because of the frequency of need for access to one or more 
of the services of commercial banks, such banks draw their busi- 
ness largely from areas within which customers may conveniently 
visit the banks as occasion may require. Thus, in this aspect of 
their customer relations, commercial banks are largely local, and 
for the usually needed customer services a distant bank cannot 
adequately serve a customer. Very large concerns with national 
credit standing have access to credit from banks in many parts of 
the country and may also maintain accounts in widely scattered 





*If the business of Bank of America were excluded these percentages, according to 
Transamerica’s Exhibit 271, would be only 7% of deposits and 6.5% of loans. 
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banks. This does not apply, however, to the great multitude of 
the customers of commercial banks. The smaller concerns, local 
business enterprises, and ordinary citizens must depend upon 
their local commercial bank or banks for the financial services 
peculiar to such banks; for all these customers there is no alterna- 
tive or substitute, because distantly located banks do not serve 
or supply their needs.” 


Likewise it must appear that substantial competition exists be- 
tween the acquired companies which may be subject to substantial less- 
ening as the result of their acquisition by a common owner.’ In the 
present case the Board has made no findings with respect to either 
present or possible future competition between the individual acquired 
banks in the communities in which they operate. Indeed it rejected 
evidence on this subject offered by Transamerica. Moreover as to 38 
of the acquired banks there could hardly be a finding of such competi- 
tion since none of them is located in the same community as any other 
acquired bank. While the remaining 10 banks are not eliminated by this 
geographic test the mere showing of common ownership will not sup- 
port an inferential finding that competition between them exists and 
may be lessened.” . 


The Board’s ultimate finding on this score was “that the effect of its 
[Transamerica] holding and use of such stocks may be to substantially 
lessen competition and restrain commerce in commercial banking in the 
States of California, Oregon, Nevada, Arizona, and Washington.” This 
finding is deficient in two respects. It is not directed to competition 
between the acquired banks, the only competition with which Section 7 
is concerned. And it sets up a five-state area of competition for which 
there is no support in the evidence and which is inconsistent with its 
own specific finding on this point to which we have already referred. 
So far as concerns the portion of this finding that the effect of these stock 
acquisitions may be to restrain commerce in commercial banking in the 
five-state area it is sufficient to say that the Board did not refer to it 
in this court either in its brief or in oral argument and evidently does 
not rely upon it. 

We turn then to the consideration of the Board’s conclusion that 
Transamerica’s bank stock acquisitions violate Section 7 of the Clayton 
Act because they may tend to create a monopoly in the commercial 
banking business in the five-state area. The Board states its theory 


* International Shoe Co. v. Federal Trade Commission, 1930, 280 U. S. 291, 298, 50 S. Ct. 
89, 74 L. Ed. 481; Federal Trade Commission v. Thatcher Mfg. Co., 9 Cir., 1925, 5 F. 2d 
615, 622, affirmed in part, 272 U.S. 554, 560, 47 S. Ct. 175, 71 L. Ed. 405; V. Vivaudou, 
Inc. v. Federal Trade Commission, 2 Cir., 1931, 54 F. 2d 278. Compare United States v. 
Columbia Steel Co., 1948, 324 U. S. 495, 527, 68 S. Ct. 1107, 92 L. Ed. 1533. 

* Temple Anthracite Coal Co. v. Federal Trade Commission, 3 Cir., 1931, 51 F. 2d 656; 
Pennsylvania R. Co. v. Interstate Commerce Commission, $ Cir., 1988, 66 F. 2d 87. 
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thus: Because of governmental restrictions there are only a limited 
number of commercial banking offices serving the public in any desig- 
nated area. Principally as a result of hundreds of acquisitions of inde- 
pendent banks one small banking institution organized in San Francisco 
in 1904 has been built into a vast integrated network of 645 banks and 
branches now located over a five-state area. These offices represent 
40.9% of all commercial banking offices in that area, and they hold 
38.8% of all deposits and 49.9% of all commercial loans therein. Despite 
the tremendous growth of population and economic activity in that 
area in recent years, the total number of all banking offices therein has 
decreased since Transamerica was organized in 1928, while the number 
of banking offices in the Transamerica group has increased during that 
time. By every applicable standard in assessing the economic power of 
an integrated group of banks, that of the Transamerica group has been 
always on the increase. Furthermore, Transamerica is constantly seek- 
ing to acquire additional banks and, unless restrained, intends to do so. 
Because the Transamerica acquisitions have systematically and con- 
tinuously eliminated competition over the years, and because its total 
of controlled banking offices has been steadily increasing as a result of 
such acquisitions, thus demonstrating a patent, not to say inexorable, 
movement in the direction of monopoly, the Board concludes that the 
cumulative effect of such acquisitions may be to create a monopoly 
within the five-state area. 

It will be seen that the Board paints with an exceedingly broad 
brush. By cumulating the acquisition of banks by Transamerica 
throughout the five-state area and including Bank of America (in which 
Transamerica no longer has any stock interest) the Board shows the 
growth of a banking group which, it asserts, is moving toward a monop- 
oly in banking in the five states. We agree that this quantitative analysis 
discloses a trmendous concentration of banking capital, and thereby of 
economic power, in the hands of the Transamerica group which may 
be unwise and against sound public policy. It may well be in the public 
interest to curb the growth of this banking colossus by appropriate 
legislative or administrative action. This, however, is not for us to 
decide. Our only question is whether the theory upon which the Board 
based its decision meets the legal tests which are required under Section 
7 of the Clayton Act to determine whether Transamerica’s bank stock 
acquisitions tend to create a monopoly of commercial banking. We are 
compelled to agree with Transamerica that it does not do so. 


A monopoly involves the power to raise prices or to exclude compe- 
tition when the monopolist desires to do so." Obviously, under Section 
7 it was not necessary for the Board to find that Transamerica has ac- 





11 American Tobacco Co. v. U. S., 1946, 328 U. S. 781, 811, 66 S. Ct. 1195, 90 L. Ed. 
1575. 
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tually achieved monopoly power but merely that the stock acquisitions 
under attack have brought it measurably closer to that end. For it is 
the purpose of the Clayton Act to nip monopoly in the bud. Since by 
definition monopoly involves the power to eliminate competition a less- 
ening of competition is clearly relevant in the determination of the 
existence of a tendency to monopolize. Accordingly in order to deter- 
mine the existence of a tendency to monopoly in the commercial bank- 
ing or any other line of business the area or areas of existing effective 
competition in which monopoly power might be exercised must first be 
determined. The Board in this case apparently regards that area as 
comprising the five states of California, Oregon, Nevada, Arizona and 
Washington. This, however, is inconsistent with the Board’s own finding 
that the local community in which a commercial bank is located is its 
area of competition. Moreover it is a mere assumption by the Board 
wholly unsupported by evidence. No valid reason is shown for taking 
five states rather than one, the seven included in the federal reserve 
district or all 48. The Board’s conclusion of a tendency to monopoly 
in the five-state area, therefore, fails for want of a supporting finding 
that the five states constitute a single area of effective competition 
among commercial banks and flies in the face of its own finding that 
the local community is the true competitive banking area. 


We, of course, do not hold that no tendency to monopoly by Trans- 
america in commercial banking could be shown in any of the competitive 
areas in which its acquired banks operate. It may well be that in some 
of these areas Transamerica through the acquisition of banks has 
brought about a substantial lessening in competition and in that and 
other ways has moved measurably toward monopoly power in those par- 
ticular areas. The Board has made no such findings, however, nor has 
it made appropriate supporting findings as to the factors which an 
analysis of the market would disclose to be relevant to the determina- 
tion of these questions. It has been held that such findings are necessary 
under Section 7.” 


The Board does not deny that the cases which have been decided 
under Section 7 have interpreted and applied that section as we do here. 
But it asserts that these cases have all been overruled by the opinion of 
the Supreme Court in Standard Oil Co. v. United States, 1949, 337 U. S. 
293, 69 S. Ct. 1051, 93 L. Ed. 1371, in which Section 3 of the Clayton 
Act, 15 U. S. C. A. § 14, was held violated upon the mere showing that 
by the use of the exclusive dealing contracts there involved competition 
had been foreclosed in a substantial share of the line of commerce af- 


* Internationa] Shoe Co. v. Federal Trade Commission, 1980, 280 U. S. 201, 298-290, 50 
S. Ct. 89; 74 L. Ed. 431; Aluminum Co. of America v. Federal Trade Comm., $ Cir., 1922, 
284 F. 401, certiorari denied 261 U. S. 616, 43 S. Ct. 362, 67 L. Ed. 828; V. Vivaudou, 
Inc. v. Federal Trade Commission, 2 Cir., 1931, 54 F. 2d 278. 
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fected. We do not think that the Standard Oil case has any such effect. 
Section 3 of the Clayton Act deals with exclusive dealing contracts, not 
with stock acquisitions. The use of exclusive dealing contracts per se 
lessens competition, however, so that the fact of lessening need not be 
proved. For one who agrees to purchase all his requirements from a 
single seller is legally barred from purchasing them from anyone else and 
is consequently eliminated entirely from the competitive market. In 
order to establish a substantial lessening of competition in such a case, 
therefore, it is only necessary in addition to prove that the sales covered 
by the exclusive dealing contracts amount to a substantial portion of 
the total involved in the competitive market area.’* This is precisely 
what was held in the Standard Oil case. 


The situation with respect to corporate stock acquisitions, the sub- 
ject matter of Section 7, is wholly different, however. For the acquisition 
of the stock of two or more corporations engaged in interstate com- 
merce is not per se a violation of the section.’* On the contrary such 
acquisition is a violation only if its effect may be in fact to substantially 
lessen competition between such corporations, to restrain commerce or 
to tend to create a monopoly. Otherwise the acquisition is entirely law- 
ful, so far as Section 7 is concerned. It necessarily follows that under 
Section 7, contrary to the rule under Section 3, the lessening of competi- 
tion and the tendency to monopoly must appear from the circumstances 
of the particular case and be found as facts before the sanctions of the 
statute may be invoked. Evidence of mere size and participation in a 
substantial share of the line of business involved, the “quantitative sub- 
stantiality” theory relied on by the Board, is not enough. 


The same considerations serve to distinguish this case from Inter- 
national Salt Co. v. U. S., 1947, 332 U. S. 392, 68 S.Ct. 12, 92 L.Ed. 20, 
upon which the Board also relies. For that case involved contracts tying 
sales of an unpatented product, salt, to a patented one, a machine for 
its use. These contracts, the court pointed out, closed against competi- 
tion the market for salt by those persons who bought the machines. 
The contracts therefore per se violated the anti-trust laws as to the salt 
to be purchased under the contracts regardless of its amount. The Su- 
preme Court so interpreted the case in United States v. Columbia Steel 
Co., 1948, 334 U.S. 495, 522, 68 S.Ct. 1107, 92 L.Ed. 1533. 


We conclude that since the Board failed to find the facts as to lessen- 
ing competition and tendency to monopoly in the areas of effective 


* In the Standard Oil case Justice Frankfurter said: “Since it is the preservation of com- 
petition which is at stake, the significant proportion of coverage is that within the area 
of effective competition.” 337 U. S. 293, 299-300, note 5, 69 S. Ct. 1055, 93 L. Ed. 1371. 
“Tnternational Shoe Co. v. Federal Trade Commission, 1930, 280 U. S. 291, 298, 50 
S. Ct. 89, 74 L. Ed. 481. 
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competition actually involved, its order is unsupported by the necessary 
findings and cannot stand. 

Since we hold that the Board’s order must be set aside we need not 
discuss Transamerica’s contentions that it was denied a fair hearing 
by the manner in which the proceedings were conducted by the Board’s 
hearing officer and by the inability of the Board to provide it with 
subpoenas to compel the attendance of witnesses and the production of 
documents. Nor need we consider Transamerica’s application for leave 
to introduce additional evidence to prove that it has now disposed of 
the remainder of its Bank of America stock and that following the 
death of L. M. Giannini the two corporations have no longer a common 
director. For if the Board should decide, in the light of this opinion, to 
proceed further against Transamerica that corporation will, of course, 
have full opportunity to introduce this and all other relevant evidence 
to which its application for leave was directed. 

The order of the Board of Governors of the Federal Reserve System 
will be set aside. 





Comment on the Small Business 
Administration Loan Policy 
Statement 


The Small Business Administration Loan Policy Board 
issued a policy statement on September 16, 1953, indicating 
that in the Administration’s program of helping to finance 
certain defense and “essential civilian” production, it intends 
to “stimulate and encourage loans by banks and other lending 
institutions.” In granting or denying applications for financial 
assistance to small businesses—which assistance cannot exceed 
$150,000 under § 207(a) of the Small Business Act—the Ad- 
ministration will require proof that the applicant has been 
refused credit at its bank of account and at a competing bank 
in the same area. The principles by which the Administration 
is to be guided are as follows: 


A. The Small Business Administration will give preference to grant- 
ing finanical assistance which will assist, expedite, increase or maintain 
the production necessary to meet military, defense or essential civilian 
requirements. 
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B. If the financial assistance applied for is otherwise available on 
reasonable terms, the application will be denied. The financial assistance 
applied for shall be deemed to be otherwise available on reasonable terms 
unless it is satisfactorily demonstrated that: 

1. Proof of refusal of the required credit has been obtained from: 
(a) the applicant’s bank of account, and (b) a competing bank in the 
same area, and (c) if the amount of the loan applied for is in excess 
of the legal lending limit of the applicant’s bank or in excess of the 
amount that the bank normally lends to any one borrower, then a re- 
fusal from a corresponding bank, or from any other lending institution 
whose lending capacity is adequate to cover the loan applied for. 

2. The funds required do not appear to be obtainable from other 
known sources of capital serving or operating in the business com- 
munity concerned. 

3. The funds required do not appear to be obtainable on reasonable 
terms through the public offering or private placing of securities of the 
applicant. 

4. The funds required do not appear to be obtainable through the 
disposal at a fair price of assets not required by the applicant in the 
conduct of its existing business or not reasonably necessary to its poten- 
tial healthy growth. 

5. The funds required do not appear to be obtainable without undue 
hardship, through utilization of the personal credit and/or resources of 
the owner, partners, management or principal shareholders of the appli- 
cant, 

6. V-loan, or other applicable Government financing, is not 
available to the applicant. 

C. All loans made shall be of such sound value or so secured as 
reasonably to assure repayment. No loan shall be made unless there 
exists reasonable assurance that it can and will be repaid pursuant to 
its terms. Reasonable assurance of repayment will exist only where the 
loan is of sound value, or is adequately secured in the judgment of the 
Small Business Administration. It will be deemed not to exist in all 
cases where the proposed loan is to accomplish an expansion which is 
unwarranted in the light of the applicant’s past experience and man- 
agement ability, or where the effect of making the loan is to subsidize 
inferior management. 

D. It is the policy to stimulate and encourage loans by banks and 
other lending institutions. 

1. No loan shall be made unless it is shown that a participation by a 
bank or other lending institution is not available; no immediate partici- 
pation may be purchased unless it is shown that a deferred participation 
is not available. 
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2. No agreement by the Small Business Administration to partici- 
pate in any loan shall require the Small Business Administration to ad- 
vance in excess of ninety percent (90%) of the amount of the loan. 
In the case of agreements to participate on a deferred basis, the Small 
Business Administration shall not be obligated to advance in excess of 
ninety percent (90%) of the amount of the loan outstanding at the time 
of the advance. 

3. No agreement to participate shall establish any preferences in 
favor of the bank or other lending institution participating in the loan 
with the Small Business Administration. 

4. In connection with deferred participation loans, the participating 
institution will be required to pay a participation charge in such amount 
as shall be deemed reasonable and practicable by the Small Business 
Administration. 

E. Financial assistance will not be granted by the Small Business 
Administration: 

1. Ifthe direct or indirect purpose or result of granting such assist- 
ance would be to (a) pay off a creditor or creditors of the applicant 
who are inadequately secured or are in a position to sustain a loss, or 
(b) provide funds for distribution or payment to the owner, partners, 
or shareholders of the applicant or (c) replenish working capital funds 
theretofore used for either of such purposes; 

2. If the purpose of the applicant in applying for such assistance 
is to effect a change in the ownership of a business; 

3. If the financial assistance will provide or free funds for specula- 
tion in any kind of property, real or personal, tangible or intangible; 

4. If the applicant is an eleemosynary institution; 

5. If the purpose of the loan is to finance recreational or amusement 
facilities; 

6. If the applicant is a newspaper, magazine, radio broadcasting or 
television broadcasting company or similar enterprise; 

7. If any substantial portion of the gross income of the applicant 
(or of any of its principal owners) is derived from the sale of alcoholic 
beverages; 

8. If any part of the gross income of the applicant (or of any of 
its principal owners) is derived from gambling or from the rental of 
premises for gambling purposes; 


9. If the loan is to provide capital to an enterprise primarily en- 
gaged in the business of lending or investment. 

10. If the effect of the granting of the financial assistance will be 
to encourage monopoly or will be inconsistent with the accepted stand- 
ards of the American System of free competitive enterprise. 
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Banking Superintendent Upheld In 


Granting License 


Recently, several small loan companies petitioned the New 
York Supreme Court to have annulled the license granted a 
certain finance company by the Superintendent of Banks. The 
license had been issued partly on the basis of a stipulation by 
the company that it would surrender its license if it charged 
more than a specified rate of interest which rate was lower 
than the maximum permitted by statute. The petitioners 
argued that this procedure for granting a license would set a 
precedent of giving the Superintendent power to fix interest 
rates in the state. 


The court dismissed petitioners case on the ground that 
they had not shown an injury to a legally protected right. In 
addition, the court pointed out the petitioners were wrong on 
the merits because the Superintendent does have the statutory 
right to consider interest rates to be charged in granting licenses 
although he does not have the power to fiz such rates. Personal 
Finance Company of New York et al v. Lyon, Supreme Court 
of New York, 121 N.Y.S.2d 72. The opinion of the court is 
as follows: 


BOTEIN, J.—This Article 78 proceeding is brought by seven licensed 
small loan companies conducting business in this state. The respondent 
Superintendent of Banks of the State of New York (“Superintendent”) 
granted licenses to the respondent Friendly Finance Service, Incorpo- 
rated, (“Friendly”) to operate small loan offices in Syracuse and Utica. 
Petitioners seek to annul this action by the Superintendent. 


The controversy was sparked by the statement in a weekly bulletin 
issued by the Banking Department that the aforementioned licenses 
were issued to Friendly “in reliance on a stipulation of the licensee that 
if it charges a rate of interest in excess of two per centum per month 
on any part of the unpaid principal balance up to Three Hundred Dol- 
lars ($300.00) of any loan, these licenses will be immediately and volun- 
tarily surrendered by the licensee, and that in the absence of such sur- 
render, the Superintendent of Banks may forthwith cancel and revoke 
the same without notice to the licensee.” 
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Petitioners maintain that the licenses in dispute are invalid because 
the Superintendent is not authorized to issue a license in reliance upon 
an agreement or stipulation by the prospective licensee as to the maxi- 
mum rates of interest it might charge. In support of this contention 
petitioners cite Section 352 of the Banking Law, which fixes the maxi- 
mum rates chargeable by licensed lenders for loans up to $500 at 2%2% 
per month for the first $100, 2% for the next $200, and Y%% for the next 
$200—rates in excess of those recited in the stipulation between the re- 
spondents. Petitioners also assert that the stipulation voids the license 
because “it prescribes an illegal procedure for revocation of the license”; 
and they cite in contrast the procedure requiring notice and hearing for 
revocation of a license as specified in Section 348 of the Banking Law. 
Friendly itself does not complain of the stipulation upon which the 
Superintendent allegedly relied, but instead Friendly joins the latter in 
opposing this application to revoke its licenses. 


The answers of the respondents, underlined by their briefs, challenge 
any impression that the Superintendent imposed conditions upon 
Friendly governing the rates to be charged and the method of revoca- 
tion of the license. Friendly, in making application, volunteered to 
continue in the cities of Syracuse and Utica the practice of charging less 
than the maximum rates which it had followed for years in Binghamton. 
The Superintendent adopted the volunteered representation; and while 
there is no doubt that it was a consideration which, in part at least, 
moved him to grant Friendly’s application, the representation was not 
incorporated into the licenses. In his sworn answer the Superintendent 
pledges that he “does not intend to and will not require any of the peti- 
tioners or other licensed lenders to offer any stipulation with respect 
to revocation of licenses,” and that “he does not intend and will not at 
any time cancel and revoke any of the licenses issued to Friendly in- 
volved in this proceeding without notice and hearing as provided for 
by statute.” 


The threshold question raised by these issues is whether petitioners 
have standing to bring this proceeding. 


Petitioners complain of the circumstances surrounding the issuance 
of licenses to Friendly. However, petitioners have not thereby been 
ordered to do or to refrain from doing anything; nothing has been taken 
from them; and it does not otherwise appear that any injury, imminent 
or remote, has been or will be suffered by them. Of course, standing 
to sue is not buttressed by such fortuitous circumstances as whether the 
wrongful injury complained of is occasioned indirectly rather than di- 
rectly, or by general rule or regulation rather than in the form of an 
order aimed precisely at the complainant. It is enough that either actual 
or threatened injury to a legally protected right is shown. Joint Anti- 
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Fascist Refugee Committee v. McGrath, 341 U. S. 123, 71 S. Ct. 624, 95 
L. Ed. 817; Columbia Broadcasting System v. United States, 316 U.S. 
407, 62 S. Ct. 1194, 86 L. Ed. 1563; Acorn Employment Service, Inc., v. 
Moss, 292 N. Y. 147, 54 N. E. 2d 340. But injury there must be unless 
the suit is of the special “taxpayer” genre, and here there is neither 
injury nor, as will be discussed, special “taxpayer” status. 


This is not a case in which the grant of licenses to Friendly was al- 
leged to be exclusive or to have caused the denial of a license to any of 
the petitioners or any other applicant. The application of one petitioner 
for a license to operate in Syracuse was denied after the licenses to 
Friendly were granted and the appertaining “stipulation” announced; 
but admittedly the time to complain on this score has expired. Nor is it 
claimed that Friendly’s status as a competitor causes or will cause peti- 
tioners injury. For even if injury caused by competition were sufficient 
to confer standing, compare Bee Line v. La Guardia, 244 App. Div. 151, 
279 N. Y. S. 274, with Mt. Hope Development Corp. v. James, 233 App. 
Div. 284, 251 N. Y. S. 498, and Application of Dairymen’s League Co-op. 
Ass’n, 201 Misc. 354, 109 N. Y. S. 2d 867, the complaint here is not that 
the Superintendent has improperly licensed a competitor which by its 
competition has caused petitioners injury. Petitioners complain instead 
that the Superintendent has “injured” them by the precedent that they 
apprehend will be carved out of the circumstances governing the grant 
of the licenses to Friendly (Petition, pp. 20-27). Thus, the premise for 
standing reduces itself to the potential danger to petitioners inherent in 
the allegedly illegal assertion of power by the Superintendent. 

However, the Superintendent expressly and convincingly disclaims 
the power to fix rates or to condition the issuance or revocation of a 
license upon interest rates charged or to be charged. He asserts only 
that he has considered, and intends in the future to consider, inter alia, 
past and prospective rates in determining whether to grant a license 
to an applicant. The record bears out the Superintendent’s contention 
that an applicant’s representation as to rates will be weighed “with other 
factors as a part of the aggregate material upon which a decision is based.” 
In his answer the Superintendent alleges that “the stipulation complained 
of by the petitioners is not intended to and does not have the effect of 
a general notice by respondent that other applications must be accom- 
panied by the stipulation offered by Friendly.” And petitioners point 
to no instance in which a license was refused or revoked for failure to 
accede to any condition positing rates below the statutory maximum 
interest rates. To the contrary, licenses have been issued to applicants, 
subsequent to the granting of the Friendly licenses in Syracuse and 
Utica, without any representation by the applicants of their intentions 
with respect to rates. 
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This course of conduct is a far cry from the type of mandate by 
regulation which may be reviewed judicially even when not directly and 
immediately applied to the complainant, cf. Columbia Broadcasting 
System v. United States, supra. Conceivably, the Superintendent’s con- 
sideration of an applicant’s representations as to past or future rates may 
never result in the issuance or denial of a license which would not other- 
wise have been issued or denied. In short, petitioners do not show injury 
to a legally protected right merely by reference to a flexible, non-decisive 
criterion which is one of many involved in an administrative determina- 
tion not itself alleged to be injurious. It will be more appropriate for 
petitioners to claim standing when it can be demonstrated that the ten- 
uous fears they now entertain have ripened palpably into a threatened, 
if not actual, injury. 


No injury sufficient to base standing having been claimed, petitioners 
seek alternatively to construct standing on the ground, apart from injury, 
that as “taxpayers” and “citizens” they may sue for the alleged unlawful 
acts of the Superintendent. 


It is clear, however, that the allegations in this proceeding will not 
sustain a taxpayer suit. There is no specific statutory authorization 
for a taxpayer action based upon improper issuance of a license by the 
Superintendent. Cf. Civil Service Law, § 28. And as the action is 
against a state rather than a municipal officer, the general statutory basis 
found in Section 51, General Municipal Law, is unavailable to petitioners, 
even if otherwise appropriate herein. Albany County v. Hooker, 204 
N. Y. 1, 97 N. E. 403; Schieffelin v. Komfort, 212 N. Y. 520, 106 N. E. 
675, L. R. A. 1915D, 485; Bull v. Stichman, 273 App. Div. 311, 78 
N. Y. S. 2d 279. 


Petitioners’ position as “citizens” is no stronger than the one they 
occupy as “taxpayers.” Persuasive authority will be found in J. D. L. 
Corporation v. Bruckman, 171 Misc. 3, 11 N. Y. S. 2d 741 (Bergan J.), 
for the proposition that corporations—and petitioners are such—are not 
“citizens” within the scope of that term for purposes of defining those 
who may sue on behalf of the general weal. Moreover, not every citizen 
may play the role of private prosecutor whenever he believes some officer 
has exceeded or failed to perform his proper executive functions. Some 
of the appropriate areas for a “citizen’s” action were recently surveyed 
by the Appellate Division, First Department in In the Matter of United 
Press Associations v. Valente, 120 N. Y. S. 2d 174, 180: 


“Members of the public have, it is true, a right to apply to the 
courts to compel observance of the election laws, Matter of Mc- 
Cabe v. Voorhis, 243 N. Y. 401, 153 N. E. 849; People ex rel. Daley 
v. Rice, 129 N. Y. 449, 29 N. E. 355, 14 L. R. A. 643, and to re- 
quire observance of the civil service laws in the selection of public 
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officers or employees. Matter of Cash v. Bates, 301 N. Y. 258, 
93 N. E. 2d 835; Matter of Andresen v. Rice, 277 N. Y. 271, 14 
N. E. 2d 65. 


Similarly, such an action will lie to secure the abatement of a nuisance 
in the public streets. People ex rel. Pumpyansky v. Keating, 168 N. > - 
390, 61 N. E. 637; Huff v. City of New York, 202 App. Div. 425, 195 
N. Y. S. 257; see also Southern Leasing Co. v. Ludwig, 217 N. Y. 100, 
111 N. E. 470. The integrating rationale of these lines of cases is that 
the “citizen” is “seeking to enforce a right in which the general public is 
interested,” People ex rel. Pumpyansky v. Keating, supra, 168 N. Y. at 
page 393, 61 N. E. at page 637. 


Of course, it does not follow, as petitioners seem to say, that in any 
matter affected with the public interest, citizen may sue official for dere- 
liction. This embraces too much. Every regulatory agency is ultimately 
concerned to some degree with the public interest. It cannot be seriously 
argued, therefore, that every officer of government is answerable in suit 
to every citizen. The line may be drawn where the subject matter of the 
officer’s administration, such as the election process, the civil service, the 
public streets, extends to the entire public, not to some special sector 
thereof; and to each citizen in his capacity as a member of the general 
public, not as a private person. Small loan legislation and regulation, 
important and influential though they may be, do not touch the citizen 
as a member of the general public. The citizen is affected by such of- 
ficial state action, not as the owner of an undivided and indivisible in- 
terest in some public activity or property, but as a private party. True 
his private action in this respect has some public over-tones; but it none- 
theless is not that special activity of a citizen, qua citizen, which alone 
can sustain a “citizen’s” action. 


It appears to me, therefore, that petitioners lack standing. But even 
if they were to hurdle this preliminary obstacle, they should not prevail 
upon the merits in this proceeding. 


The Superintendent is directed by the Legislature to consider, in 
passing upon license applications, whether “allowing such applicant to 
engage in business will promote the convenience and advantage of the 
community in which the business of the applicant is to be conducted,” 
Banking Law, § 343. And he is empowered to make “such general rules 
and regulations, and such specific rulings, demands, and findings as may 
be necessary for the proper conduct of the business authorized and li- 
censed under and for the enforcement of this article,” Banking Law, 
§ 360. The relevant statutes include the previously mentioned provision 
for maximum rates chargeable by the maker of small loans, Banking 
Law, § 352—rates which represent a fine balance upon the legislative 
scales. One side is weighted by the necessity of maintaining a rate suit- 
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able for persons of small means and exigent needs; the other by the 
realization bred from past experience that there must be a return com- 
patible with the investment and risk involved in this business to induce 
responsible institutions rather than unscrupulous loan sharks to enter. 
Special Report of the Superintendent of Banks on Licensed Lenders 
(1946). 

Powerful and compelling reasons, entirely consonant with the fore- 
going statutory pattern and purposes, are cited by the Superintendent to 
sustain his action here. With the exception of Friendly, every one of 
the hundreds of licensed small loan offices in the state, including those 
of petitioners, are charging identical rates—the stautory maximum. Ex- 
cept for Friendly, those which previously charged lesser rates were 
bought up by the others—and their rates were then increased to the 
prevalent maximum rate. 


The evidence is convincing that the conversion, over a period of years, 
of the statutory maximum rates in this state to the factual minimum 
did not evolve from the free play of a competitive market. Thus, in 1941 
more than half of the licensees operated at less than the statutory maxi- 
mum rate. The impact of a war economy in the years 1941-1945 fairly 
and naturally reduced that number greatly. However, during the period 
running from 1946 through 1950 the number of such licensees dwindled 
to one—namely Friendly—although the prevailing normal competitive 
situation should have stimulated a much larger number to charge less 
than maximum rates. For in those five post-war years the amount of 
small loans outstanding throughout the state increased 84%; the average 
size of each loan increased 43%; the average of loans outstanding per 
office increased 82%; net income after interest increased 105%, and sur- 
plus and net worth 106%; collections never dropped below 98.2%, and 
bad debt charges were insignificant. In a similar period banks operating 
personal loan departments, under comparable competitive conditions, 
tended to reduce their rates to figures below the applicable maximum. 
See Annual Report of the Superintendent of Banks (1951) p. 36. 


But all through this lush period of easy credit, enormous profits and 
slight risks, the interest rates to the small borrower did-not respond to 
such favorable factors. The small loan companies operating in this 
State, with the exception of Friendly, have maintained a rigid scale of 
statutory maximum rates. 


Respondents recall that in 1940 more than half the licensees were oper- 
ating at less than the statutory maximum rates and that in 1941, partly 
on this showing, the Superintendent recommended and the Legislature 
enacted a reduction in such maximum rates. Respondents suggest that 
petitioners apprehend that if there is widespread reduction of rates, the 
Legislature may again lower the statutory maximum. 
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Viewed against such a background, in which the ceiling above and 
the floor below rates have merged, the Superintendent can be pardoned 
some skepticism as to whether the forces of free competition are being 
given unhampered play in the small loan industry. 


It has been said of an earlier statute reflecting the substance of 
the present Section 352 of the Bank Law: 


“It was intended that the maximum rate should at all times 
be the ceiling, wnder which loans of that particular nature may 
be made. The statute fixes the ceiling, and then calls upon the 
principle of supply and demand to determine what rate under 
this ceiling the people will have to pay.” Association of the Bar 
of the City of New York, Committee on State Legislation, Mem- 
orandum No. 48 (1940), p. 139. 


If so, the action of the Superintendent here under review is amply within 
the legislative ambit. He has simply sought to restore the maximum 
as a ceiling, and to allow room for the free operation of supply and 
demand. 

Petitioners urge at great length that the legislative history demon- 
strates that the Superintendent is without power to fix or deter- 
mine rates. Indeed, and despite the great reaches of the language of 
Article IX of the Banking Law, the Superintendent does not dispute 
the petitioners’ interpretation; and he makes no claim to the power 
to fix rates either directly or by indirection. He holds that simply be- 
cause several hundred logs have piled up on the bank of the stream of 
free competition, he must not add two fresh logs to the log jam but may 
release them on their way downstream. Far from challenging, he seeks 
to implement the exclusive power of the Legislature to fix maximum 
rates, leaving it to “the principle of supply and demand to determine 
what rate under this ceiling the people will have to pay.” In this con- 
text he claims the right, in connection with the issuance of licenses, to 
consider—not fix—rates charged and to be charged. The evidence does 
not show that such consideration on his part has fixed or determined 
rates, except, perhaps, insofar as it may properly stimulate a free and 
healthy competitive situation resulting in a lowering of rates; or en- 
courage the licensing of lenders offering to charge less than maximum 
rates, which may possibly furnish experience data for legislative guid- 
ance. This much the Superintendent is authorized to do by the broad 
language as well as by the special policy of the legislation. 

The petition is dismissed. Settle order. 
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Payee Must Prove Debt Underlying Note 
Apparently Given as Extension of 
Prior Note 


The executrix of a payee of a note brought suit against the 
maker. It appeared on trial that there were originally two 
notes in the same amount, the first, which was being sued on, 
and the second, which concededly was paid by the maker. ‘The 
note sued on had become due the same day the second note 
was executed. ‘The defendant maker claimed the second note 
was given only as an extension of the first and that both notes 
represented a single debt which had been paid. Evidence on 
both sides was meager, neither party being able to prove with 
certainty whether there was one or two debts. 

The court ruled in favor of the maker. It reasoned that 
even though a prima facie case is made out by the payee of a 
note simply by offering the note in evidence and proving its 
regularity, in this case the party representing the payee must 
prove the debt underlying the note since the unusual circum- 
stances suggest the possibility that both notes were for the 
same debt. Gales v. Frank, New York Supreme Court, 121 
N.Y.S.2d 435. The opinion of the court is as follows: 


WALTER, J.—On December 6, 1948, defendant executed a note by 
which he promised to pay to the order of plaintiff’s testatrix one year 
after date $1,000 with 6% interest. One year later he executed a second 
note by which he promised to pay to the order of plaintiff’s testatrix on 
August 15, 1950, $1,000 with 6% interest. There is no evidence as to 
what transaction gave rise to either note—an absence which is regrettable 
but perhaps necessitated by the death of the payee and the consequent 
inability of defendant to testify to any personal transaction or con- 
versation with her. 


On August 14, 1950, defendant went to the office of an attorney 
representing plaintiff as executrix of the will of the payee and asked 
for time within which to pay a part of the note coming due on August 
15, 1950. The attorney showed defendant both notes. Defendant says 
that he then stated that the second note was a renewal of the first one. 
According to the testimony of the attorney, defendant said he had 





NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §1208. 





THE BANKING LAW JOURNAL 48 


paid the first note and could produce papers and witnesses to prove 
it, but no such paper or witness was produced. 


At that meeting of August 14, 1950 between defendant and plain- 
tiff’s attorney, defendant paid $541.25 and signed a paper by which he 
consented to the entry of judgment against him for $520 if he did not 
pay that amount by December 15, 1950. That paper contains the 
statement over defendant’s signature that in exchange for the second 
note he received from plaintiff’s testatrix $1,000, but the paper con- 
cededly did not contain that statement when defendant signed it. He 
signed a printed form of confession of judgment with only the words 
and figures $520 filled in as the amount for which judgment might be 
entered. All the rest was inserted in the paper by plaintiff’s attorney 
after defendant had signed the paper and left the attorney’s office. 


Defendant paid another $520 on or before December 15, 1950, and 
received back his second note, which his attorney produced upon the 
trial. The first note was produced upon the trial by plaintiff, who 
testified that she found it among the papers of her testatrix, and it is 
that note upon which the action is brought. 

The defenses pleaded are that the second note is a renewal note 
accepted in lieu and in extinguishment of the obligation upon the first 
note; and that the payment of the second note was an accord and 
satisfaction of all claims. 


How the figures of $541.25 and $520 were arrived at is not dis- 
closed; but in the absence of any evidence to the contrary I think it 
must be assumed that the $41.25 and $20 were the result of some 
calculation of interest and that defendant hence must be deemed to 
have paid $61.25 on account of interest. 


The situation thus is that defendant has executed two notes for 
$1,000 each and has paid $1,000, which, in form at least, was payment 
of the second note, and now finds himself sued upon the first note; 
and the question is whether or not upon those facts alone plaintiff 
is entitled to recover another $1,000. 


As the notes are negotiable in form, there is a presumption that 
each was issued for a valuable consideration, Neg.Inst.Law, § 50, and 
the usual rule is that in an action by the payee of a note against the 
maker thereof the payee makes out a prima facie case by producing 
and offering the note in evidence, proving defendant’s signature there- 
to, and proving non-payment thereof at maturity, and consequently is 
entitled to judgment for the face amount of the note, or notes sued on, 
unless the defendant affirmatively establishes payment or want or 
failure of consideration or some other legal defense. 


It also is at least generally true that, in the absence of some 
evidence to the contrary, the giving of a renewal note is not in itself 
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evidence of payment of the original note in renewal of which it was 
given. Garfield National Bank v. Wallach, 223 App.Div. 303, 228 N.Y.S. 
184; 8 Corpus Juris 569, 10 C.J.S., Bills and Notes, § 444; First Nat. 
Bank of Sparta v. Yowell, 155 Tenn. 430, 294 S.W. 1101, 52 A.L.R. 
1416; State Bank of Isanti v. Mutual Telephone Co., 123 Minn. 314, 
143 N.W. 912, Ann.Cas.1915A, 1084. 

But an antecedent or pre-existing debt constitutes value, Neg. 
Inst.Law, § 51; and the giving of a renewal note is such a common way 
of expressing an agreement for an extension of time of payment, with- 
out adding to the amount of the obligation, that I am of the opinion 
that where there is a second note by the same maker to the same payee 
for the same amount given at or about the time of the maturity of 
the first note, there is at least a presumption that the only consideration 
for the second note was the pre-existing debt evidenced by the first note 
and that the second note was given merely as evidence of an agreement 
for an extension of time of payment and not as evidence of an additional 
obligation to pay an additional sum of money; and that in order to re- 
cover more than the sum of money expressed in the one note the plain- 
tiff payee must adduce evidence of some consideration independent of 
another note of the same maker to the same payee for the same amount. 

Banks, for example, have such a fetish against carrying overdue 
paper that they are meticulous about obtaining renewal notes for the 
sole purpose of extending the time of payment, without any thought 
of creating additional obligations, but are not nearly so meticulous 
about surrendering, or stamping as paid, the matured notes which 
are so renewed. Persons less versed in business practice are even less 
meticulous about getting back matured notes for which renewals have 
been given, and I think it would be dangerously unjust to sanction a 
rule under which under such a situation as is here presented the payee 
may recover the amount of both notes without proof that there were 
in fact transactions which gave rise to an actual debt of $2,000. 

I do not hold that the mere giving of a renewal note constitutes 
payment of the first note or an extinguishment of the obligation 
thereof. I do not question plaintiff’s right to sue upon the earlier note, 
even though the later one concededly was paid; and I do not hold that 
defendant has proved that the earlier note has been paid. A note, 
after all, is not the debt itself; it is merely evidence of the debt; and 
my holding is that two notes by the same maker to the same payee for 
the same amount, one of which was given upon the maturity of the 
other, are, prima facie, merely two evidences of one debt and not 
evidence of two debts, and in order to recover more than the face 
amount of one note the payee must adduce some evidence that there 
in some way came into existence a debt in excess of that evidenced by 
one note alone. 
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Perhaps one way of expressing my holding is to say that proof that 
the same maker gave the same payee two notes for the same amount, 
the second one being given at or about the time of the maturity of the 
first note, constitutes at least prima facie proof that the second note was 
given for a consideration which the law does not recognize as sufficient 
to sustain a promise to pay the sum stated in the second note in 
addition to the sum stated in the first note, and that plaintiff cannot 
recover more than the amount of one note because her own evidence 
shows no legal consideration for a promise to pay more, see Blanshan 
v. Russell, 32 App.Div. 103, 105, 52 N.Y.S. 963, 964, affirmed on opinion 
below 161 N.Y. 629, 55 N.E. 1093. 


The statement in the confession of judgment that in exchange for 
the second note defendant received from the payee $1,000 led me to 
submit to the jury the question whether plaintiff had adduced some 
evidence of a debt in excess of the amount of the first note, my thought 
being that although that statement was not in the confession when 
defendant signed it the jury reasonably might infer that it actually was 
in accord with what defendant had said to the attorney who wrote the 
statement in the confession after defendant had signed it, and that if 
the jury did so infer they reasonably could take the statement as an 
admission by defendant that there was a consideration for the second 
note in addition to the consideration afforded by the existing debt 
evidenced by the first note. 


Upon more deliberate reflection than was possible during the trial 
I see that even the statement as written in the confession of judgment 
is consistent with the idea that the $1,000 there said to have been re- 
ceived in exchange for the second note was received merely in the 
form of an extinguishment of defendant’s liability upon the first note 
and hence is not necessarily an admission that the second note is sup- 
ported by a consideration independent of and in addition to the existing 
debt evidenced by the first note. 


The fact that the idea that liability on the first note was extinguished 
upon the giving of the second note is not technically correct is immaterial. 
The point is that the statement as made is not upon its face an admission 
by defendant that the second note is supported by a valuable considera- 
tion independent of the first note. It would not be at all unnatural for 
a layman who had given a renewal note for no consideration other than 
the debt evidenced by the first note to assert, when presented with the 
two notes, that the first one had been paid by the giving of the second 
one, or to say that upon the giving of the second’ one his liability on the 
first one had been extinguished; and if a layman undertook to express 
the latter idea it is not at all improbable that he would use words which 
his hearer would honestly think were accurately expressed in the state- 
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ment which plaintiff's attorney wrote in the confession of judgment in 
this case. 

The jury’s verdict for plaintiff for $1,000 thus rests upon an inference 
that the statement as it appears in the confession of judgment is a 
correct rendition by plaintiff’s attorney of what defendant said to that 
attorney, and the further inference that the statement means that upon 
the giving of the second note defendant received from plaintiff’s testa- 
trix $1,000 in some form independent of and distinct from the first note. 

As the building of inference upon inference in that way is not 
permissible, the verdict of the jury cannot stand, and as there is no 
other evidence upon which their finding can rest, it follows, that I 
erred in submitting the question to the jury at all. 


The claim that what took place between defendant and plaintiff’s 
attorney in August 1950 amounted to an accord and satisfaction was 
not seriously pressed by defendant’s counsel upon the trial and I did 
not submit to the jury any question in connection with it. The 
situation as to it seems to be this: By showing defendant the two 
notes plaintiff's attorney in effect demanded payment of both. De- 
fendant countered with what was in effect an assertion that he owed 
not $2,000 but $1,000 only. The attorney’s act in asking for a con- 
fession of judgment for only $520 is at least indicative of an assent to 
defendant’s assertion. On the other hand, he did not return the first 
note, so that perhaps the most that can be said is that there is a 
disputed question of fact as to whether all that was said and done did 
or did not amount to an accord and satisfaction. 


As I am setting aside the jury’s verdict because I think there is 
no evidence to sustain it, I properly now could grant defendant’s mo- 
tion to direct a verdict for plaintiff for the unpaid part of 6% interest 
on $1,000 from December 6, 1948. Blum v. Fresh Grown Preserve 
Co., 292 N.Y. 241, 245, 54 N.E.2d 809, 810; C.P.A., section 457-a. 


I am inclined to think, however, that a new trial may result in 
a more satisfactory development of the facts on both sides and that in 
the interest of justice both sides should be accorded an opportunity for 
a new trial if either party desires it. 


The motion to set aside the verdict is accordingly granted, and a 
new trial will be ordered unless both sides advise me that in lieu of a 
new trial they prefer that I grant defendant’s motion for the direction 
of a verdict for plaintiff for 6% interest on $1,000 from December 6, 
1948, less the $61.25 already paid on account of such interest. In that 
event that motion will be granted. I compute such interest to date 
to be $260 and deducting $61.25 from that there remains $198.75. 


Counsel have not cited, and I have not found, any case which holds 
as I am holding. But neither has counsel cited, nor have I found, any 
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case which holds contrary to my holding. A veritable multitude of 
cases have held that a renewal note operates only as an extension of 
time of payment, 52 A.L.R. 1421; Ann.Cas.1915A, 1086; Twelfth Ward 
Bank of City of New York v. Samuels, 71 App.Div. 168, 170, 75 
N.YS. 561, 563, affirmed Twelfth Ward Bank v. Schauffler, 176 N.Y. 
593, 68 N.E. 1125; Matter of Utica Nat. Brewing Co., 154 N.Y. 268, 
272, 48 N.E. 521, 522; and it also has been expressly held that a 
renewal note does not create a new indebtedness, Griffin v. Long, 96 
Ark. 268, 271, 272, 131 S.W. 672, 35 L.R.A.,N.S., 855; Bank of New 
Hanover v. Bridgers, 98 N.C. 67, 72, 3 S.E. 826; and my view seems 
to me to accord with common business practice and justice. See, also, 


Winsted Bank v. Webb, 39 N.Y. 325. 





Oral Direction to Bank Valid to Effect 
Gift of Account 


When decedent was on his deathbed, he summoned a friend 
who had cared for him in his old age and an assistant cashier 
of the bank where decedent had an account. He told the 
cashier to put the friend’s name in the passbook and that when 
she came in for the money it was to be hers. Decedent could 
not sign a card evidencing the assignment because of the con- 
dition of his hands but the cashier assured him that the assign- 
ment would be taken care of on Monday since the bank was 
not open that day, Saturday. 

The court held that this was an effective gift of the funds 
in the bank account. A complete gift was made at the time 
the cashier agreed for the bank to accept the assignment to the 
friend. It made no difference that the bank did not exact 
its usual formal signature requirements as evidence of the 
assignment, nor did it make any difference that decedent died 
on Sunday before the bank had made the formal entries of the 
assignment on its books. In re Blose’s Estate, Supreme Court 
of Pennsylvania, 97 A.2d 358. The opinion of the court is 
as follows: 


JONES, J.—This case involves a claim against a decedent’s estate 
for an alleged gift inter vivos by the decedent to the claimant. The 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §606. 
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court below entered a decree rejecting the claim and the claimant has 
appealed. The material facts, which were competently proven, are 
undisputed. 

Fulton J. Blose, the decedent, who was unmarried, lived the last 
year or so of his life in the home of the claimant, Mrs. Ellen J. Reber, 
and her husband in West Bowmanstown, Carbon County, to whom 
he was not related. At the time of his death on June 4, 1950, Blose was 
78 years old. Mrs. Reber was then 72. During his lifetime, the 
decedent had a savings account in the Bowmanstown Bank which, at 
the time here in question, amounted to $5,050. 


A few days prior to his death the decedent entered a hospital. 
On Saturday, June 3rd, Mrs. Reber went to the home of Paul S. 
Balliet, the assistant cashier of the Bowmanstown Bank. She told him 
that “Mr. Blose wanted to see [him] in the hospital, and she handed 
[him] Mr. Blose’s bankbook” which Blose had instructed her to get 
and give to Balliet and to tell him to come down to the hospital. 
Pursuant to the request, Balliet went to the hospital that afternoon 
and had a conversation with Blose. According to Balliet, “Mr. Blose 
said that he wanted to put Mrs. Reber’s name on the bankbook, and 
I said, ‘O.K” Then I said, ‘When Mrs. Reber comes for money, shall 
I give her some?’ And he says, ‘Yes, that is Ellie’s [Mrs. Reber’s] 
money. The conversation was in Pennsylvania Dutch, so I am just 
translating it as best I can.” Balliet had with him the necessary signa- 
ture cards for adding Mrs. Reber’s name, but he did not ask Blose 
to sign anything because, as he said, “I saw the man could not write, 
I mean, he was sort of ... I wouldn’t say exactly numb, but he showed 
me his hands, and I knew he was in no condition to sign his name.” 
There was no question, however, as to Blose’s mental capacity. Balliet 
said that “he was ...a hundred per cent rational, he was O.K.” 


Balliet left after assuring Blose that he “would take care of that 
[the subject-matter of the conversation] Monday morning, because 
there was no banking on Saturday... .” Sunday evening Balliet heard 
that Blose had died, so he made no change in the account on Monday 
on the books of the bank. He gave the bankbook to a Mrs. Snyder, 
the administratrix c. t. a. of Blose’s estate, when she claimed the 
account. The bank, however, paid the fund into court. Mrs. Reber 
pressed her claim to the money by exceptions to the administratrix’ 
account which were disposed of by the Orphans’ Court with the result 
already indicated. 


What the deceased did was to assign a chose in action by acknowl- 
edging as much to his debtor and obtaining from the latter an agree- 
ment to pay the debt to the assignee. The cases cited by the appellee, 
where alleged inter vivos gifts of savings accounts were held not to 
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have been legally effectuated, are not presently germane because in none 
of them (save one to be distinguished later) was the debtor bank a 
party to the transaction. Other cases cited by the appellee were con- 
cerned with alleged gifts of chattels and not choses in action and are 
therefore still more inapposite. Such an agreement between a depositor 
and his bank need not be in writing to be legally effective. Just as 
the bank in this case did through its assistant cashier, a bank may 
waive its rights to require written orders and may act upon a merely 
oral order. Ogdon v. Washington Nat. Bank, 82 Ind. App. 187, 145 
N.E. 514; see also Watts v. Christie, 11 Beav. 546, 552, E.R. 928; 
Gaunt v. Alabama Bound Oil & Gas Co., 8 Cir., 281 F. 653, 655, 23 
A.L.R. 1279; 7 Am. Jur. § 504; and 9 CJ.S., Banks and Banking, 
§ 288, p. 599. If the creditor later seeks to recover from the bank for 
obeying his oral order, he is estopped. Pierson v. Union Bank & Trust 
Co., 181 Ky. 749, 205 S.W. 906, 2 A.L.R. 172; see also 2 A.L.R. p. 175. 
The case of McHale v. Toole, 258 Pa. 293, 101 A. 988, which the 
appellant cites is also distinguishable from the instant case. In the 
McHale case the depositor told the bank that the transfer was for 
convenience during the depositor’s stay in the hospital, whereas here 
the depositor said “. . . that is Ellie’s money.” 

The fact that Mrs. Reber never got to sign a signature card is of 
no relevant significance. A signature card is not necessary to prove 
ownership of a bank account. Such a card becomes material when 
a withdrawal from the account is sought upon signature. Nor need 
the bank rules printed in the pass book be complied with, if the bank 
does not so require; they “are only for the convenience and protection 
of the bank and may be waived.” Geist v. Robinson, 332 Pa. 44, 
47, 48, 1 Ad 153, 155. 

When Balliet left Blose in the hospital with the assurance that he 
would attend to making the formal entries on the bank’s books on 
Monday following, Blose understood that he had done everything 
necessary to effectuate the assignment. And, so he had. An “oral 
direction to the bank to pay the intended donee, accepted by the 
bank, .. . has been held to effect a gift of the account.” Bogert, Trusts 
and Trustees, Vol. 1A, § 142, p. 22. The fact that the next day was 
a Sunday (when, perforce, the bank was not open for business) and 
the assignor happened to die on that day before the assignee’s name 
had been added to the book and the bank account is but an accidental 
factor which does not logically or legally affect the result. When the 
bank chose to waive the more formal requirements of its rules, as the 
assistant cashier plainly did, the assignment became complete and there 
was nothing left to do, so far as the bank was concerned, but to reflect 
the assignment on its books. The depositor having died in the mean- 
time, the bank, of course, acted circumspectly in not changing its books 
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after his death, but that does not operate to impeach or impair the 
validity of the oral assignment as between the assignor and the assignee 
who, incidentally, according to Balliet, had been told by Blose with re- 
lation to his contemplated action that the money was hers. 

The decree is reversed at the appellee’s costs and the fund in con- 
troversy with any increment is awarded to the appellant. 





Government Not Entitled to Set-off 
Against Bank 


During the war a bank advanced money to a shipbuilding 
concern in return for an assignment of the proceeds of a U. S. 
Navy contract. During the term of the contract the owners 
of the company failed to pay withholding and unemployment 
taxes to the Government and in fact, used the taxes collected 
for their own purposes. The Government terminated the 
contract when the company owed some $600,000 of such taxes 
and at a time when the bank had advanced in excess of $110,000 
to the company for operating expenses. When the bank 
brought suit on the contract, the United States Supreme Court 
ruled that under the Assignment of Claims Act of 1940, the 
Government was not entitled to reduce the amount owed to 
the assignee bank under the contract by the amount of taxes 
owed by the shipbuilder. 

The court held specifically that the claim against the com- 
pany could not reduce the assignee bank’s claim because under 
the terms of the statute, the tax claim arose independently of 
the contract between the Government and the shipbuilding 
company. Central Bank v. United States, United States 
Supreme Court, 73 S.Ct. 917. The opinion of the court is 
as follows: 


Mr. Justice REED delivered the opinion of the Court. 


This grant of certiorari requires us to construe the provision of the 
Assignment of Claims Act of 1940, 54 Stat. 1029, 31 U.S.C. § 203, $1 
U.S.C.A. §208, which provides: 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) $95.5. 
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“Any contract entered into by the War Department or the 
Navy Department may provide that payments to an assignee of 
any claim arising under such contract shall not be subject to re- 
duction or set-off, and if it is so provided in such contract, such 
payments shall not be subject to reduction or set-off for any in- 
debtedness of the assignor to the United States arising inde- 
pendently of such contract.” 


The facts of the case are not in dispute. The Graham Ship Repair 
Company, a California partnership, entered into a contract for ship 
repair work with the Navy Department on December 30, 1944, As 
permitted by the Assignment of Claims Act of 1940, the contract 
authorized the Graham Company to assign the proceeds of the con- 
tract to a bank and payments to the assignee bank were not to be 
“subject to reduction or set off for any indebtedness of the Contractor 
to the Government arising independently of this contract.” 

After the contract had been made, the Graham Company arranged 
with petitioner, a California banking corporation, for the financing 
of the ship repair work. As security for the funds to be advanced, 
Graham assigned the proceeds payable under the contract to petitioner. 
This assignment was made on January 31, 1945. The Contracting 
Officer, Bureau of Ships, Navy Department, the Disbursing Officer 
and the General Accounting Office were duly notified of the assignment 
as required by the Act. 

Pursuant to the assignment, the Graham Company received sub- 
stantial sums of money from petitioner for use in performing the con- 
tract. During the course of performance Graham failed to remit to the 
Collector of Internal Revenue $453,469.55 in withholding taxes, and 
$11,462.91 in federal unemployment taxes, which it had withheld, 
pursuant to §§ 1401 and 1622 of the Internal Revenue Code, 26 
US.C.A. §§ 1401, 1622, from the salaries and wages of its employees 
who were engaged in work called for by the Navy contract. Instead 
of remitting these sums to the Collector, Graham had converted them 
to its own use. Because of this dereliction the contract was terminated 
by the Navy on March 31, 1946, and the individuals of the Graham 
partnership pleaded guilty to an indictment for willful attempt to evade 
the payment of the withheld taxes. 


At the time the contract was terminated, Graham’s obligation to 
the Government for the unpaid withholding taxes, with interest and 
penalties, aggregated $616,750.95. At that time the sum of $110,966.08 
was due Graham from the Government for work performed under the 
contract. Also at that time Graham was indebted to petitioner in an 





1 Amended so as to include the Department of the Air Force by the Act of July 26, 1947, 
61 Stat. 501, 508, $1 U.S.C. (Supp. III) § 203, 81 US.C.A. § 208. 
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amount in excess of $110,966.08 for advances made by petitioner pur- 
suant to the assignment. 

Petitioner, as assignee, filed a claim for the balance due from the 
Government under the contract. The Commissioner of Internal Revenue 
also claimed that amount. The Comptroller General ruled that the 
$110,966.08 was a proper set-off against Graham’s tax indebtedness 
and accordingly reduced such indebtedness to $415,018.17. 


Thereafter petitioner brought this suit in the Court of Claims. 
That court held that the set-off made by the Comptroller General was 
proper because the tax deductions withheld were “not entirely in- 
dependent of such contract,” Central Bank v. United States, Ct.Cl., 
105 F. Supp. 992, 994, and that petitioner was therefore not entitled 
to recover under the assignment. 


Prior to 1940, an assignment such as Graham made to petitioner 
would have been of no effect as against the United States. Under 
the Anti-Assignment Status, R.S. §§ 3477 and 3737, while the assign- 
ment might in some circumstances have been good as between the 
assignor and assignee, Martin v. National Surety Co., 300 U.S. 588, 
57 S.Ct. 531, 81 L.Ed. 822, it could not operate to the detriment 
of rights of the United States. Any set-off which the United States 
had against an assignor would have been effective against the assignee. 


The Assignment of Claims Act of 1940, amending the Anti-Assign- 
ment Statutes,” validated the assignment of moneys due or to become 
due under any government contract if the assignment were made to a 
financing institution. The Act authorized the War and Navy Depart- 
ments to limit the Government’s previous rights of set-off. See RS. 
§§ 3477, 3737, 31 US.C.A. § 203, 41 US.C.A. § 15. It provided, 
see 31 U.S.C. § 203, 31 U.S.C.A. § 203, supra, p. 1, “that payments 
to an assignee of any claim arising under such contract shall not be 
subject to reduction or set-off.” 


The Assignment Act of 1940 was evidently designed to assist in the 


* The issue before us has been prospectively settled for others by the 1951 Assignment 
of Claims Act, 61 Stat. 501, 508, 65 Stat. 42, 31 U.S.C. (Supp. III) § 203, 31 US.C.A. 
§ 203. That Act amended the Assignment of Claims Act of 1940 by rephrasing subsection 
4 so as to bar by specific words the United States from setting off “any liability of the 
assignor on account of (1) renegotiation . .. (2) fines, (3) penalties ..., or (4) taxes, 
social security contributions, or the withholding or nonwithholding of taxes or social 
security contributions, whether arising from or independently of such contract. 


“Except as herein otherwise provided, nothing in this Act, as amended, shall be deemed 
to affect or impair rights or obligations heretofore accrued.” 


This amendment was caused by uneasiness among lenders because of rulings of the 
Comptroller General: : 


“In an opinion dated May 17, 1949, the Comptroller General held that, in the event 
of a price revision under a Government contract, any amount in excess of the contract 
price as so revised may either be withheld from payment to the assignee ‘or recovered 
directly from the assignee if already paid.’ Generally, when any payment is received 
by an assignee bank, it is immediately applied to the contractor’s loan, and the excess 
is released to the borrower. In several instances, long after full payment of a bank’s loan 
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national defense program through facilitating the financing of defense 
contracts by limiting the Government’s power to reduce properly as- 
signed payments. Borrowers were not to be penalized in security 
because one contracting party was the Government. Contractors might 
well have obligations to the United States not imposed by the contract 
from which the payments flowed, as for example the contractor’s in- 
come tax for prior earnings under the contract. The taxes here involved 
are another good illustration of the dangers to lenders. 


The clause in question which prohibits set-offs for “any indebted- 
ness of the assignor arising independently of the contract,” was em- 
bodied in an amendment introduced by Senator Barkley during debate 
on the Act.‘ In proposing the amendment, the Senator stated: 


“Mr. President, the amendment merely provides that when 
a contractor, in order to obtain money so that he may perform 
his contract with the Government under the defense program, 
assigns his contract to a bank or trust company in order to get 
money with which to proceed with the work, it shall not be 
permissible to offset against the claim or contract later an in- 
debtedness which the contractor may owe the Government on 
account of some other contract or some cther situation. . . .” 

Otherwise, 

“. . . the Government could come in and assert a claim 
against the contractor on account of something else which had 
no relationship whatever to the contract and the defense pro- 
gram.” 


In the decision below the court said: 

“The assignee knew that the contractor would be required to 
withhold and pay taxes to the defendant. The obligation of the 
contractor for the taxes in question arose before the partners 
converted such taxes to their own use and such obligation was 
therefore directly associated with the contract. 


“In order to be independent, as we think that term was used 
and intended by the Assignment of Claims Act, the indebtedness 


to a contractor, the Comptroller General has made claims for recovery of payments 
previously made to the bank assignee. 

“Tt had also been the understanding of banks that the statute protected them against 
set-off by the Government on account of any claims by the Government against the con- 
tractor arising outside of the terms of the assigned contract. However, in an opinion 
dated May 15, 1950, the Comptroller General ruled that claims by the Government 
against a contractor on account of unpaid social security contributions and withheld in- 
come taxes were claims which did not arise independently of the assigned contract.” 
S.Rep. No. 217, 82d Cong., Ist Sess. 

8 Hearings before the Senate Committee on Banking and Currency on S. 4842, 76th Cong., 
8d Sess., p. 2 et seq.; 86 Cong.Rec. 12808; H.R.Rep. No. 2925, 76th Cong., $d Sess., p. 2: 
S.Rep. No. 2136, 76th Cong., Sd Sess., p. 2. 

486 Cong.Rec. 12808. 
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must arise irrespective of, exclusive of, and separate from the 
contract, and must have no direct relation with such contract.”® 


To support its position, the words of United States v. Munsey Trust 
Co. were relied upon: 


“[One] is not compelled to lessen his own chance of recover- 
ing what is due him by setting up a fund undiminished by his 
claim, so that others may share it with him.” 332 US. 234, 240, 
67 S.Ct. 1599, 1602, 91 L.Ed. 2022. 


The Munsey case is inapplicable. It turns on the liability of the 
Government to reimburse itself ahead of a surety for sums expended 
to pay laborers out of funds withheld by the United States from the 
surety’s principal. No problem of assignment was involved and we 
held the Government could set off its independent claim against the 
surety. 

The requirement that Graham withhold taxes from the “payment 
of wages” to its employees and pay the same over to the United States 
did not arise from the contract. The requirement is squarely imposed 
by §§ 1401 and 1622 of the Internal Revenue Code® Without a 
government contract Graham would owe the statutory duty to pay 
over the taxes due, just as it would to pay its income tax on profits 
earned. Graham’s embezzlement lay neither in execution nor in breach 
of the contract. It arose from the conversion of the withheld taxes 
which Graham held as trustee for the United States pursuant to § 3661 
of the code.” Assignor Graham’s indebtedness to the United States 
arose, we think, “independently” of the contract. 


Finally it is urged that the Act should be construed so as to protect 
the United States. The short answer to this is that the Act should 


5 Central Bank v. United States, 105 F. Supp. 992, 994. 


6“§ 1400. Rate of tax. 

“In addition to other taxes, there shall be levied, collected, and paid upon the income 
of every individual a tax equal to the following percentages of the wages. .. . 

“8 1401. Deduction of tax from wages—(a) Requirement. 

“The tax imposed by section 1400 shall be collected by the employer of the taxpayer, 
by deducting the amount of the tax from the wages as and when paid. 

“(b) Indemnification of employer. 

“Every employer required so to deduct the tax shall be liable for the payment of such 
tax, and shall be indemnified against the claims and demands of any person for the 
amount of any such payment made by such employer. 

* o « a * e * * 

“§ 1622. Income tax collected at source—(a) Requirement of withholding. 

“Every employer making payment of wages shall deduct and withhold upon such 
wages a tax equal to the sum of the following: .. .” 


7“§ 3661. Enforcement of liability for taxes collected. 

“Whenever any person is required to collect or withhold any internal revenue tax 
from any other person and to pay such tax over to the United States, the amount of tax 
so collected or withheld shall be held to be a special fund in trust for the United States. 
The amount of such fund shall be assessed, collected, and paid in the same manner and 
subject to the same provisions and limitations (including penalties) as are applicable 
with respect to the taxes from which such fund arose.” 





THE BANKING LAW JOURNAL 55 


be construed so as to carry out the purpose of Congress to encourage 
the private financing of government contracts. To grant the Govern- 
ment its sought-for rights of set-off under the circumstances of this 
case would be to defeat the purpose of Congress. It would require 
the assignee to police the assignor’s accounting and payment system. 
It would increase the risk to the assignee, the difficulty of the assignor 
in financing the performance, and the ultimate cost of the Government. 
Reversed. 


The CHIEF JUSTICE, Mr. Justice BURTON and Mr. Justice 
CLARK dissent. 


Mr. Justice BLACK and Mr. Justice JACKSON took no part in the 
consideration or decision of this case. 


8 United States v. Guaranty Trust Co., 280 U.S. 478, 483, 50 S.Ct. 212, 213, 74 L.Ed. 566. 
In the Guaranty Trust case the United States sought priority under R.S. § 3466 for its 
debts from embarrassed railroads. Transportation Act of 1920, Tit. II, §§ 207, 209, 210, 
41 Stat. 456, 457-469. Although there was no specific waiver of § 3466, similar to the 
waiver of the right of set-off or reduction here claimed, this Court held: 


“To have given priority to debts due the United States pursuant to title 2 would have 
defeated the purpose of Congress. It not only would have prevented the reestablishment 
of railroad credit among bankers and investors, but it would even have seriously impaired 
the market value of outstanding railroad securities. It would have deprived the carriers 
of the credit commonly enjoyed from supplymen and others; would have seriously em- 
barrassed the carriers in their daily operations; and would have made necessary a great 
enlargement of their working capital. The provision for loans under section 210 would 
have been frustrated. For, carriers could ill afford voluntarily to contract new debts 
thereunder which would displace, pro tanto, their existing bonded indebtedness. The 
entire spirit of the act makes clear the purpose that the rule leading to such consequences 
should not be applied.” 280 U.S. at page 485, 50 S.Ct. at page 214. 








National Bank In New York Prohibited 
From Using Word “Saving” or “Savings” 


New York Banking Law § 258 prohibits a national bank 
from making “use of the word ‘saving’ or ‘savings’ or their 
equivalent in its banking or financial business or use any adver- 
tisement containing the word ‘saving’ or ‘savings’ ...” The 
Franklin National Bank of Franklin Square had used the 
words saving and savings frequently in its business and adver- 
tising. It had solicited savings accounts, put signs up over its 
tellers’ windows containing the word savings, had a special de- 
partment called Children’s Savings and used the prohibited 
words “routinely and extensively” in its literature in competi- 
tion with savings banks. 
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When the State brought suit to have the bank restrained 
from using these words, the bank asserted that the New York 
statute was unconstitutional because it was in direct conflict 
with Federal statutes which licensed national banks to receive 
savings deposits and which inferentially licensed them to adver- 
tise such services. The Court of Appeals in affirming the Ap- 
pellate Division’s opinion held that the State and Federal stat- 
utes are not in conflict because the Federal statute does not 
expressly authorize national banks to use these words. More- 
over, the court declared the State statute promotes fairness in 
business transactions by protecting the public from wrongly be- 
lieving that national banks are savings banks which follow a 
policy of conservatism in investments, and the prohibition by 
the State has not effectively hampered the savings business of 
national banks which have been able to acquire savings deposits 
by using words synonymous with “saving account” such as 
“special interest account,” “thrift account” and “compound in- 
terest account.” 

Attorneys for the bank have filed leave to appeal this deci- 
sion to the United States Supreme Court. New York v. The 
Franklin National Bank of Franklin Square, New York Court 
of Appeals, July 14, 1953. (Affirming the opinion of the Ap- 
pellate Division previously reported at 70 B.L.J. 46, January 
1953). The opinion of the court is as follows: 


DESMOND, J.—Defendant is a national bank, organized under the 
National Bank Act (U.S. Code, tit. 12, § 21 et seq). Pursuant to due 
authorization by the Comptroller of the Currency, it transacts banking 
business in the village of Franklin Square, Nassau County, New York. 
In this suit, brought by the State because of alleged violations by de- 
fendant of subdivision 1 of section 258 of the New York Banking Law, 
defendant has been restrained and enjoined “from advertising or other- 
wise using the word ‘saving’ or ‘savings’ in relation to its banking or 
financial business in its dealings with the public, and from in any way 
soliciting or receiving deposits as a savings bank.” Section 258 (subd. 1, 
supra) is in full as follows: 

“§ 258. Prohibition of unauthorized savings banks and use of the 
word ‘savings’; exceptions as to school savings. 


“1. No bank, trust company, national bank, individual, partner- 
ship, unincorporated association or corporation other than a savings 
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bank or a savings and loan association shall make use of the word 
‘saving’ or ‘savings’ or their equivalent in its banking or financial 
business, or use any advertisement containing the word ‘saving’ or 
‘savings,’ or their equivalent in relation to its banking or financial 
business, nor shall any individual or corporation other than a sav- 
ings bank in any way solicit or receive deposits as a savings bank; but 
nothing herein shall be construed to prohibit the use of the word 
‘savings’ in the name of the Savings and Loan Bank of the State of 
New York or in, the name of a trust company all of the stock of which 
is owned by not less than twenty savings banks. Any bank, trust 
company, national bank, individual, partnership, unincorporated as- 
sociation, or corporation violating this provision shall forfeit to the 
people of the state for every offense the sum of one hundred dollars 
for every day such offense shall be continued.” 


It is undisputed that defendant, in the conduct of its banking busi- 
ness has, since 1947, used the words “saving” and “savings” in many 
different ways, in the advertising and conduct of its banking operations. 
It has, by advertising and otherwise, solicited “savings accounts,” has 
put up over some of its tellers’ windows, signs containing the word “sav- 
ings,” has a special department for “Children’s Savings,” refers in its 
literature and printed forms to its “savings department” and, in general, 
it routinely and extensively uses the words “saving” and “savings” to 
bring to itself “savings deposits,” in competition with savings banks and 
savings and loan associations in Nassau County and elsewhere. Thus it 
is clear, without further elaboration of the facts, that this national bank 
has in fact violated so much of section 258 (subd. 1, supra) as prohibits 
the use of the two words “saving” and “savings.” However, we find in 
the record no evidence at all that defendant has violated, or threatens or 
intends to violate, the other prohibition of the above-quoted statute, 
which runs against “soliciting or receiving deposits as a savings bank.” 
Therefore, so much of the injunction as prohibits “soliciting or receiving 
deposits as a savings bank,” is unwarranted and must be stricken, re- 
gardless of anything else in the case (1 High on Injunctions [4th ed.], 
§ 22; Exchange Bakery & Restaurant v. Rifkin, 245 N. Y. 260, 265; 28 
Am. Jur., Injunctions, § 29). 


That brings us to our real question: is the State statute, above 
quoted, unconstitutional as contravening a controlling and overriding 
Federal statute on the same subject, and as interfering with the opera- 
tions of a national bank? 


First, as to whether there is a contrary Federal statute: the enact- 
ments which, according to appellant, authorize it, as a national bank, to 
use and advertise the words “saving” or “savings” are in the Federal 
Reserve Act, and are sections 371 and 583-586 of title 12 of the United 








58 THE BANKING LAW JOURNAL 


States Code. The statutory language on which appellant relies is in sec- 
tion 371 (U. S. Code, tit. 12), as follows: “Any such [national banking] 
association may continue hereafter as heretofore to receive time and sav- 
ings deposits and to pay interest on the same, but the rate of interest 
which such association may pay upon such time deposits or upon sav- 
ings or other deposits shall not exceed,” and in sections 583-586 (U. S. 
Code, tit. 12 [now in U. S. Code, tit. 18, § 709]), which (in a negative 
sort of way) authorize national banks to advertise, and which contain 
no prohibition against the use, in such advertising, of the word “saving” 
or the word “savings” (see, also, U. S. Code, tit. 12, §24, as to “inciden- 
tal powers” of national banks, and Hernandez v. First Nat. Bank, 125 
Neb. 199, 205). Defendant-appellant says that the matter is as simple 
as this: Congress has (expressly) licensed these national banks to re- 
ceive “savings deposits” and pay interest on “savings,” and has (infer- 
entially) licensed them to advertise to the public the provision of such 
banking services. So, says appellant, we have a direct conflict between 
the authorizations of the Federal statutes and the prohibitions of the 
State Banking Law. 

There is no dispute as to the respective roles which the United States 
Government and the several States play, generally, in regulating na- 
tional banks. Under section 8 of article 1 of the Federal Constitution, 
Congress has power to, and does, incorporate national banks and has 
the paramount power of regulating them; any applicable Federal laws 
are supreme in the field; national banks are subject in many ways to the 
general laws of the States in which they exist, and must abide by State 
regulations insofar as the latter do not collide directly with Federal laws, 
and insofar as they do not frustrate national banking policy or impair 
the position of national banks in discharging their duties; national banks 
must obey all nondiscriminatory State laws which do not interfere with 
the functioning of the banks, and which do not contravene Federal 
laws (First Nat. Bank v. California, 262 U. S. 366, 368; Burnes Nat. 
Bank v. Duncan, 265 U. S. 17; Lewis v. Fidelity Co., 292 U. S. 559, 
566; Seabury v. Green, 294 U. S. 165, 169; Jennings v. U.S. F. & G. Co., 
294 U. S. 216; Anderson Nat. Bank v. Luckett, 321 U. S. 233; Roth v. 
Delano, 338 U.S. 226, 230;Standard Oil Co. v. New Jersey, 341 U. S. 428, 
441; Lauer v. Bayside Nat. Bank, 244 App. Div. 601; Matter of Bald- 
winsville Fed. Sav. & Loan Assn. [Van Wie], 268 App. Div. 414, 422, 423; 
Clark v. First Nat. Bank of Morrisville, 130 Misc. 352, 354; United States 
Pipe & Foundry Co. v. City of Hornell, 146 Misc. 812, 815; Matter of 
Keene, 152 Misc. 424, 425; 7 Michie on Banks and Banking, ch. 15, §§ 3, 
4, 5). Clearly, “a national bank is subject to state law unless that law 
interferes with the purposes of its creation, or destroys its efficiency, or 
is in conflict with some paramount federal law” (Lewis v Fidelity Co., 
supra, 292 U.S., at p. 566). 
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Since our State statute clearly and unambiguously forbids the very 
thing defendant is admittedly doing, our problem comes down to this: 
do the Federal statutes above cited contain, or amount to, an express 
authorization to national banks for such activity, that is, for using the 
State-prohibited words “saving” and “savings”, or is the Federal statu- 
tory reference to “savings deposits” merely descriptive of a well-known 
type or kind of bank deposits, rather than a statutory license to use 
certain specified words, which in turn are forbidden in this State? We 
conclude, for reasons hereafter stated, that there is no direct conflict, 
between the Federal and State statutes, as to what national banks may 
and may not do by way of advertising for, and taking, “savings ac- 
counts”. The State of New York does not prevent defendant from carry- 
ing on a particular kind of banking business, but does forbid a mislead- 
ing description of that business. 


State laws promoting fairness in business transactions should, of 
course, apply to national banks (Schramm v. Bank of Cal., 143 Ore. 
546, 578; Steadman v. Redfield, 67 Tenn. 337, 338-339; and see remarks 
of Justice Hotmes, re competition, in Abilene Nat. Bank v. Dolley, 228 
U. S. 1, 4). Our State law expresses an old, wise policy of protecting our 
citizens against being fooled (see People v. Binghamton Trust Co., 65 
Hun 384, affd. 139 N. Y. 185, as to the legislative purpose). So read, 
our State statute is valid and enforcible despite a superficial, or seem- 
ing, contradiction between the phrasing of the two enactments. In other 
words, while the Federal statute prescribes the kind of business that 
national banks may carry on, the State statute, to avoid deception of our 
people, interdicts the use, in that Federally-prescribed business, of certain 
nonessential words, and there is no Federal statute relating to the use 
of those words, as such, Congress, while interested in protecting its 
creatures, the national banks, in the use of their proper powers, has no 
interest in their use of deceptive verbiage. The Attorney-General of 
New York, in his brief, makes it clear that this State does not claim for 
savings banks a monopoly on receipt of deposits of the “savings” type, 
but he insists that the State of New York is acting within its powers 
in seeing to it that members of the business are not misled into believing 
that commercial banks, like defendant, are mutual savings banks. He 
admits that the national banks are empowered to handle “savings” type 
deposits, and to advertise, but he argues that the State is not hampering 
either of those activities. 

It is unnecessary here to describe in detail the differences between 
commercial and savings banks (see New York State Banking Laws, arts. 
III, V, VI; 8 Michie on Banks and Banking, ch. 16, § 1; Matter of 
Wilkins, 131 Misc. 188, 193; State v. People’s Nat. Bank, 15 N. H. 27; 
Bank of Redemption v. Boston, 125 U. S. 60, and see the learned opinion 
of the Special Term Justice in the present case, 200 Misc. 557, 566 
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et seq.) The difference, shortly stated, is this: commercial banks, State 
and national, are profit-making business corporations owned by stock- 
holders, while, in New York at least, savings banks are mutual institu- 
tions, having no stockholders but earning money for the depositors, the 
fundamental purpose of their existence being protection of small de- 
posits, and their principal method of accomplishing that purpose being 
caution and conservatism in investments (see 1 Morse on Banks and 
Banking [6th ed.], § 3). 

On the question of whether this New York statute unduly impedes 
national banks in carrying out their lawful purposes, it is significant, 
although not conclusive, that this record shows that none of the national 
banks operating in New York State, except defendant, have used the 
words “saving” or “savings”, and that all of them (except defendant) 
have found it possible (although seriously inconvenient, say defendant’s 
witnesses) to carry on the business of receiving this type of deposit, by 
the use, in their advertising and other literature and business forms, of 
such synonymous expressions as “special interest account”, “thrift ac- 
count” and “compound interest account”. 


The New York Legislature’s design and effort to prevent deception 
as to savings banks has a long history. The first enactment was in chap- 
ter 132 of the Laws of 1858, which, among other things, made it un- 
lawful for a certain kind of commercial bank to “put forth a sign as a 
savings bank” (see, also, L. 1875, ch. 371; People v. Doty, 80 N. Y. 225). 
The prohibition against describing a commercial bank as a savings bank 
was added to and strengthened by a 1905 enactment (ch. 564), which 
forbade the use of the word “savings”, by any but savings banks or 
building and loan associations. Thus, the general legislative purpose 
has been asserted for nearly a century and the statute in its present 
form is nearly a half century old. The validity of this purpose and the 
general validity of these statutes has, over and over again, been asserted 
by the State Attorney-General (see 1898 Atty. Gen. 265-267; 102 Atty. 
Gen. 314-315; 1907 Atty. Gen. 473-475; 1908 Atty. Gen. 382-383). The 
1907 opinion contained a specific holding that national banks had no 
right to hold themselves out as savings banks, or to advertise as such 
(however, there was then no specific reference in the Federal laws to 
“savings accounts”). All of this adds up to this result: that the New 
York policy and method is an old and reasonable one, that it does not 
seem, when complied with by other national banks in this State, to have 
had seriously harmful effects on them, and that, accordingly, the legiti- 
mate national banking activity, of taking and advertising for interest 
accounts, is not substantially interfered with by the State’s prohibition 
of the use of misleading words. Insofar as the record presents a question 
of fact as to the substantiality of that interference, the weight of evi- 
dence confirms the finding of the Appellate Division that the number 
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of accounts of the “savings type” has increased greatly in those national 
banks in the State which have obeyed subdivision 1 of section 258, and 
that those national banks “have enjoyed continued prosperity notwith- 
standing said statute” (281 App. Div. 757, 758). 

We see no benefit to apellant’s position in the fact that since 1905, 
our statute has permitted a “savings and loan association” as well as 
a “savings bank” to use the words “saving” and “savings”. The charac- 
ter and purposes of savings and loan associations are, under New York 
law (see Banking Law, art. X), so similar to those of savings banks 
as to call for the same kind of protection. 


The judgment of the Appellate Division should be modified by 
striking from the second ordering paragraph thereof the words “and 
from in any way soliciting or receiving deposits as a savings bank” and, 
as so modified, affirmed. 

Fuup, J. (dissenting). While federal legislation explicitly authorizes 
national banks to receive “savings deposits” and to pay interest on 
“savings” (Federal Reserve Act, U. S. Code, tit. 12, §371) and vests 
them with “such incidental powers as shall be necessary” (National 
Bank Act, U.S. Code, tit. 12, § 24, subd. 7; see Clement Nat. Bank v. 
Vermont, 231 U.S. 120, 140), this state’s Banking Law, in contrast, un- 
equivocally prohibits a “national bank” from making “use of the word 
‘saving’ or ‘savings’ or their equivalent in its banking or financial busi- 
ness, or use [of] any advertisement containing the word ‘saving’ or 
‘savings,’ or their equivalent in relation to its banking or financial busi- 
ness” (§ 258, subd 1). 


Mere reading of these two provisions reveals a conflict, patent and 
irreconcilable. New York’s Banking Law provision severely limits the 
power of national banks to do exactly what the federal statute author- 
izes. (See, e. g., 2 Paton’s Digest of Legal Opinions [1926 ed.], p. 1226; 
1 Paton’s Digest of Legal Opinions [1940 ed.], p. 645.) The right to 
accept “savings deposits” and maintain “savings accounts,” can mean 
very little if the bank, by virtue of state statute, must hide it or an- 
nounce it in terms that fail to make it clear. Indeed, to tell a bank that 
it can receive “savings deposits”, and yet must not publicize the fact 
is very much like telling a property owner that he may produce vege- 
tables, but must not water or cultivate them. 


In a very real sense, the state statute impedes the conduct of bank- 
ing activities deemed by the federal government to be necessary and 
beneficial. As the court at Special Term succinctly declared, “To deny 
to defendant the right to invite the public by all proper means of ex- 
pression at its disposal, to make ‘savings deposits’ with it, is to curtail 
the power to receive such accounts, to reduce its effectiveness as an 
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agency handling that kind of financing—in short, to defeat one of the 
main purposes for which it was created by Congress. Under such con- 
ditions, one law or the other must give way. The State law must yield 
to the Federal law—the supreme law of the land (U. S. Const., art. 
VI).” (200 Mise. 557, 571.) 

The state acknowledges, as, of course, it must, that national banks 
are empowered, as an incident of their business, to receive “savings 
deposits” and maintain “savings accounts.” Since those activities are 
concededly legitimate and in the public interest, there is no basis for 
the claim that announcing that fact in the precise language of the Fed- 
eral Reserve Act can be deceptive or harmful. If a national bank con- 
ducts only the type of business which the Federal Reserve Act sanctions 
and if it informs the public of the nature of that business by using only 
the exact language of the federal enactment, how may it be said—as it 
is (opinion of Desmonp, J., p. )—that the state law serves the 
vital function “of protecting our citizens against being fooled”? 

Section 258 of the Banking Law, insofar as it prohibits national 
banks from quoting the very words of the Federal Reserve Act, au- 
thorizing them to receive and pay interest on “savings deposits”, clashes 
with the paramount federal law and, accordingly, must be striken as 
unconstitutional. (Cf., e. g., Easton v. Iowa, 188 U. S. 220, 229-230, 
238; First Nat. Bank v. California, 262 U. S. 366, 368 et seq.; Fidelity 
Nat. Bank & Trust Co. v. Enright, 264 F. 236; Springfield Inst. for Sav. 
v. Worcester Fed. Sav. & Loan Assn., 329 Mass. —, 107 N. E. 2d 315, 
certiorari denied 344 U. S. 884.) 

The judgment of the Appellate Division should be reversed and 
that of Sepcial Term affirmed, with costs in this court and in the Ap- 
pellate Division. 





Lewis, Ch. J., Conway, Dye and Van Vooruis, JJ., concur with 
DesMonp, J.; Fuup, J., dissents in opinion in which Frogsset, J., con- 
curs. 


Judgment accordingly. 





BANKING BRIEFS 





Letter of Guaranty Held Enforceable 


It has been held that a letter of guaranty to a bank by individuals 
stating that “In connection with your granting of 80 per cent loans on 
warehouse receipts covering shipments and storage of glass, to the above 
company, I hereby guarantee the fulfillment of these transactions in 
case of any difficulties,’ was not so vague and uncertain as to be in- 
capable of enforcement. See Roberson v. Liberty National Bank & Trust 
Company of Savannah, Court of Appeals of Georgia, 76 S.E. 2d 522. 


President of Corporation Held Without Authority 
To Cash Company Checks 


The case formerly reported at 68 B.L.J. 665 has been submitted again 
to the Court of Appeals after another trial before the District Court. 
The Court of Appeals once more reversing the lower court, held that 
the corporation by-laws offered in evidence by the defendant bank did 
not prove that the president of the corporation had implied authority to 
cash checks drawn in favor of the company. See Federal Services Finance 
Corporation v. Bishop National Bank of Hawaii at Honolulu, United 
States Court of Appeals, Ninth Circuit, 205 F.2d 11. 


Tax Payable to County Where Corporate Trustee 
Has Principal Office 


It has been held that where a national bank with its principal office 
in one county purchased a bank with offices in another county, personal 
property taxes on trust property held by the purchased bank prior to 
its sale were payable after the sale to the county where the national 
bank had its principal place of business rather than to the county where 
the trust was first administered. See Mellon National Bank & Trust 
Company v. Board of Property Assessment, Appeals and Review of Al- 
legheny, Supreme Court of Pennsylvania, 97 A.2d 828. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills 
estates, descent, distribution and corporate fiduciaries 





Trust Representative Fined for Practicing Law 





Colorado v. Schmitt et al., Colorado Supreme Court, 251 P.2d 915 


The attorney general of Colorado has successfully concluded a suit 
against the representative of an out-of-state trust service for the unau- 
thorized practice of law. The representative had been soliciting business 
by recommending that certain persons create trusts of all their property 
in order to avoid probate expenses, inheritance and income taxes. The 
court fined the defendant $500 on grounds that he did not have a license 
to practice law in the state. 


Foreign Corporate Fiduciaries May Act in Illinois 





Illinois Laws 1953, H.B. 732 Sec. 2, Effective July 13, 1953 


A foreign corporation may now act as a fiduciary in Illinois, (1) if 
it is authorized under the laws of its own state to act as a fiduciary, and, 
(2) if Illinois corporations or national banking associations having their 
principal places of business in Illinois are permitted to operate as fidu- 
ciaries in the state of the foreign corporation. 


Public Refused Order Against Trustees 





Wiegand v. The Barnes Foundation, Pennsylvania Supreme Court, 374 Pa. 149 


Decedent established a trust of a large art collection. The purpose 
of the trust was to promote the advancement of art appreciation and 
education. When the trustees refused to admit anyone but certain 
students to the art gallery, the plaintiff as a member of the public 
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brought suit with the permission of the attorney general, to force the 
trustees to admit the public. The court dismissed the complaint on 
grounds that a member of the public is not the right person to bring 
suit to compel performance of a duty owed to the public by trustees. 
This may be done only by the attorney general himself, who cannot 
delegate his authority to institute such proceedings. 


Co-owner Not Entitled to Government Bonds Despite 
Federal Regulations 





Succession of Gladney, Louisiana Supreme Court, No. 41055, July 3, 1953 


Decedent died leaving Government E and G bonds in her safe de- 
posit box. She had purchased them with her own funds but they were 
registered in the names of co-owners as well as her own. Under Federal 
regulations, the surviving co-owners were entitled to the bonds; under 
Louisiana law they were not unless delivery to them could be shown. 
A Louisiana court ruled in favor of Louisiana law, saying that federal 
regulations could not govern the state’s law of descent. If the Federal 
Government refuses to pay anyone other than the co-owners, the state 
has the right to hold such co-owners indebted to the estate. 


Uniform Fiduciaries Act 





The Uniform Fiduciaries Act which establishes the law in situations 
where one person deals with another he knows to be a fiduciary has now 
been adopted in the following twenty-two states and the District of 
Columbia: Alabama, Arizona, Colorado, Idaho, Illinois, Indiana, Ken- 
tucky, Louisiana, Maryland, Minnesota, Nevada, New Jersey, New 
Mexico, New York, North Carolina, Pennsylvania, South Dakota, Ten- 
nessee, Utah, Washington, Wisconsin and Wyoming. 

It should be noted that the Pennsylvania legislature recently 
amended the section of their Fiduciaries Act referring to the registration 
or transfer of securities to or by fiduciaries or their nominees to include 
a reference to the Uniform Commercial Code which goes into effect in 
that state next July. 
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Gifts Held Future Interests Because of Trustees’ Powers 





Gilmore v. Commissioner, 20 U. S. Tax Court 78 


Taxpayer created a number of trusts for her grandchildren specifying 
that the grandchildren could be paid any amount of principal or income 
on demand. In applying the future interests doctrine, the court held 
that the gifts in trust were not gifts of present interests and therefore, 
not qualified for the annual gift tax exclusion under I. R. C. § 1003 (b) 
(3). The reason given by the court was that various discretionary 
powers given to the trustees made the rights of the beneficiaries un- 
certain and contingent, and they consequently could not have received 
definitely ascertained present interests. 


Goodwill of Company To Be Included in Valuing Stock 





Revenue Ruling 157, Internal Revenue Bulletin 1953-17 


It has been set forth in a Revenue Bulletin that even though the 
bylaws of a corporation provided that when corporation stock was 
bought back upon the death of one of the stockholders the goodwill of 
the company was not to be included in the valuation of the stock. The 
goodwill was to be considered in evaluating the decedent stockholder’s 
shares for federal estate tax purposes. The ruling was based on Regula- 
tion 105, Sec. 81.10(d). 


Court Refuses to Apply Legal Rule to Trust 





Security Trust Company v. Willett, Delaware Chancery Court, June 1, 1953 


Testatrix died leaving $5000 in trust to provide for the care of certain 
burial plots. This was considerably more than was necessary to take 
care of the plots and the fund accumulated to some $15,000. When a 
contest arose over the disposition of the excess fund the court ruled that 
it could not apply the cy pres doctrine, a legal rule which states that if 
the purposes of a charitable trust are incapable of being carried out, the 
court will direct the application of the trust fund to a similar charity. 
The court’s reasoning was that a trust for the care of burial plots did 
not indicate testatrix had a general charitable intent. 
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Trustee Must Make Delivery of Property to Minors 





Branch Banking and Trust Co. v. Whitfield, North Carolina Supreme Court, 
No. 394 


A North Carolina court has ruled that where a will directed a trustee 
to deliver testator’s jewelry to his children on their eighteenth birthdays, 
the trustee could not rightfully refuse to make such delivery on the 
ground that the children were minors and thus too young to give valid 
receipts. The trustee had insisted that payment should be made to the 
children’s guardian. 


Two Recent Cases Involving Invasion of Trust Corpus 





Estate of Picard, Surrogate’s Court of New York, 130 N.Y.L.J. 137 


Decedent created a trust of $50,000 and stipulated the trust was to 
provide his wife with an annual income of $1,600. Under these circum- 
stances the court held that the corpus of the trust could be invaded to 
make up any deficit during the years the income to the wife fell below 
$1,600 since it was decedent’s primary concern to provide his wife with 
a constant yearly income. 





Estate of Ulrich, Surrogate’s Court of New York, 130 N.Y.L.J. 189 


Trustees under a will were given discretion to invade trust principal 
any time the trust income became insufficient to provide properly for 
testator’s wife, the life beneficiary of the trust. When the trustees asked 
the court under what circumstances they would be justified in invading 
trust corpus, the court ruled that the excercise of the power to invade 
corpus was not subject to its control. It did state, however, that in 
exercising their discretion, the trustees should not require the wife to 
lower her standard of living. 





TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes on banks, 
trusts, estates and gifts 





Collection of California Inheritance Tax in Missouri Prohibited 





California v. St. Louis Union Trust Company, St. Louis, Missouri Court of 
Appeals, September 15, 1953 


During her life decedent created a trust in Missouri making herself 
the life beneficiary and retaining the power to amend or revoke the 
trust. This power subjected her estate to the inheritance tax of California 
where decedent was domiciled at her death. The tax was assessed by a 
California probate court but when assets in that state were insufficient 
to pay the whole tax, the state brought suit in Missouri against the 
Missouri trustee to collect the deficiency. The court ruled in favor of 
the trustee on grounds that the judgment of the California court could 
be directed only against assets in that state and that the remedy for 
collecting the tax was limited to procedure in California. 


Dividends on Federal Savings and Loan Shares Not Taxable Until 
Actually Received 





Fox v. Commissioner, 20 U.S. Tax Court 150 


Taxpayer who was on a cash basis owned $500,000 worth of invest- 
ment shares in various federal savings and loan associations throughout 
the country. The December 31, 1949 dividends on some of these shares 
were mailed to him but were not received until January 2, 1950 and 
taxpayer consequently included them in his 1950 rather than his 1949 
income tax return. The Tax Court ruled that he was entirely correct in 
doing this since the regulations concerning the Home Owner’s Loan Act 
of 1933 under which the federal associations were organized specifically 
provide that year-end dividends which are ordinarily mailed but not 
received until January are not “considered to have been unqualifiedly 
made subject to the demand of the shareholders” until actually received. 
Three members of the Tax Court strongly disagreed with the majority 
opinion. 
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Stock Redeemed By Trust Evaluated for Purpose of Calculating 
Capital Gains Tax 





The Third National Bank and Trust Company, Trustee v. Commissioner, 
20 U. S. Tax Court No. 125 


Pursuant to an agreement after his divorce, a husband put stock in 
trust for his former wife. In return she released him from all her dower 
and marital rights. Twenty years later the corporate trustee redeemed 
the stock at a profit. The Commissioner claimed that for capital gains 
purposes under I.R.C. § 113 the cost basis of the stock should be its value 
at the time it was put in trust since it was in essence a gift to the wife. 
The Tax Court held in favor of the trustee on the ground that this was 
not a gift but a purchase of the stock and that therefore the cost basis 
for income tax purposes was the value of the consideration given by the 
wife, that is, the value of the release of her marital rights. 


Part of Joint Bank Account Furnished By Decedent Taxable 





Opinion of Attorney General of North Carolina, June 5, 1953 


An opinion letter of the Attorney General of North Carolina states 
that according to North Carolina Revenue Act Section I, so much of a 
joint bank account as was owned or furnished by a deceased person is 
subject to inheritance tax. 


Alternative Bases Permitted in Determining Gain on Land and 
Building 





The Constitution Publishing Co. v. Commissioner, 20 U.S. Tax Court No. 144 


I. R. C. § 113(a) (14) provides that for determining gain from the 
sale of property acquired before March 1, 1913, the basis may be either 
the fair market value on that date or the adjusted basis as determined 
under I. R. C. 113(b), whichever is higher. In a recent decision con- 
struing this part of the statute the Tax Court held that in arriving at 
the amount of capital gain realized on the sale of property, the taxpayer 
may use the fair market value on March 13, 1953, in computing the basis 
for the land and the adjusted cost value in computing the basis for the 
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building. The court pointed out that there is nothing in the statute 
which requires that the same basis be applied to both even though they 
constitute one parcel of property. 


Estate Taxable Because Creator of Trust Retained Income 





Estate of Boardman, New Britain Trust Co., Exec. v. Commissioner, 
20 U. S. Tax Court 123 


The Tax Court has recently held, in line with many previous similar 
decisions, that the estate of a person who created a trust and provided 
that the income be paid to her “during her life, as the Trustees deem 
necessary for her comfort, support, and/or happiness” is taxable under 
I.R.C. 811 (c) (1) (B) despite the fact that one of her sons had the 
right to amend the trust and thereby deprive her of the trust income. 


Change in Treasury Department Nomenclature 





Treasury Decision 6038, August 21, 1953 


The Treasury Department of the Federal Government has recently 
changed the names of various tax bureaus. Some of the important 
changes are as follows: 


Former Name 
Bureau of Internal Revenue 


Present Name 
Internal Revenue Service 


District Commissioner 
Collector or Director of 
Internal Revenue 


Regional Commissioner 
District Director of 
Internal Revenue 


Capital Gains Taxes to Be Paid Out of Principal of Trust 





In re Baekeland, Supreme Court of New York, 129 NYLJ 1607 


A trust agreement directed the trustees to make investments and 
collect the profits and the income and distribute them after deducting 
expenses “including any income taxes upon capital profits not distribut- 
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able as income...” Some of the trust property was sold at a profit and 
the trustee claimed the agreement required him to pay capital gains 
taxes out of income. The court disagreed with the trustee and held that 
capital gains taxes should be paid out of principal since such gains serve 
only to increase principal and since evidence in the form of a letter indi- 
cated the creator of the trust intended to prevent the invasion of trust 
income for the benefit of trust principal. 


Court Refuses to Apply Reciprocal Trusts Doctrine 





Estate of Ruxton by Guaranty Trust Co. et al. execs. v. Commissioner, 
20 U. S. Tax Court No. 66 


Under the crossed or reciprocal trusts doctrine, the estate of a person 
creating a trust may be taxed if the trust was made in consideration of 
the creation of a reciprocal trust. In a particular case a husband cre- 
ated a trust for his two daughters with a remainder to his wife. This 
was done in order to provide the daughters with income should the hus- 
band lose his fortune as the result of impending litigation against him. 
On the same day the wife created a trust for the primary benefit of the 
husband in order to provide him with income in case this same litigation 
proved financially disastrous to him. Under these circumstances the 
court refused to apply the reciprocal trusts doctrine under I.R.C. 811 (c) 
since it found the trusts had not been given in consideration of each other. 


Blockage Rule Used By Tax Court in Valuing Shares for Estate 
Tax Purposes 





Estate of Garrett v. Commissioner, 12 U.S. Tax Court Memo. October 7, 1953 


The Tax Court has applied the blockage rule in valuing for estate 
tax purposes corporate shares usually sold over-the-counter. On the 
market the price of similar shares on the day of decedent’s death was 
$61 bid, $63 asked if the shares were sold in 100-share lots, but the fair 
market value of the estate’s 2,700 shares was found by the court to be 
$59.50 per share. It took into consideration the fact that such a large 
block of shares would depress the market if sold at one time and that 
brokerage expenses for such a wholesale transaction would produce a 
smaller net than if the shares were sold in 100-share lots. 
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Treatment of Loss on Sale of Bonds When Not Held for Investment 





The Bagely & Sewall Company v. Commissioner, 20 U.S. Tax Court 138 


Taxpayer, a paper machine manufacturing company, was required 
by its contract with the government of Finland to place U. S. govern- 
ment bonds in escrow to guarantee performance under the contract. As 
soon as the company finished its work and was discharged on the con- 
tract it sold the bonds at a loss and sought in its income tax return to 
deduct this amount as an ordinary business loss. The Commissioner 
claimed it was a capital loss but was overruled by the Tax Court. The 
purchase and sale of the bonds were only incidents of the carrying on of 
the company’s business and the loss incurred on the resale of the bonds 
was part of the cost of the business. The company had no intention 
making an investment. 


Restrictions on Sale of Stock Not Binding on Commissioner 





Revenue Ruling 189, LR.B. 1953-19 


Restrictions to the effect that stock may not be sold without first 
being offered to certain persons at a fixed price or a price based on a 
particular formula are not binding on the Commissioner in valuing the 
stock for federal estate tax purposes although the restrictions are factors 
to be considered. 


Notes Given Without Consideration Do Not Give Rise to Deduction 





Estate of Connell v. Commissioner, 20 U.S. Tax Court 129 


Under I. R. C. § 812(b) (3) and Regulation 105 a deduction from a 
decedent’s gross estate is permitted for an indebtedness but only if the 
indebtedness is founded on adequate and full consideration. Relying 
on this statute, the Commissioner disallowed a deduction based upon 
promissory notes which decedent had given to each of his ten children 
in exchange for cash which he had previously put in trust for them. 
The court upheld the disallowance of the deduction on the basis that 
no real gift of the money was ever made by decedent since he had put 
it in trust only on the condition that it be kept intact, so he could bor- 
row it later. If the money did not in fact belong to the children, they 
could not have given it as consideration for the notes. 








Real Estate As 
Trust Investments 
DDRESSING the Western 
Regional Trust Conference of 
the American Bankers Association, 
Clarence N. Turley, past president 
of the American Institute of Real 
Estate Appraisers, outlined some 
appropriate criteria for qualifying 
income-producing real estate as 
trust investments. 

When a trustee considers pur- 
chase of income-producing prop- 
erty, he should apply the same 
tests which most informed pur- 
chasers utilize, says Mr. Turley. 
Analysis should be based on: 

1. Determination of the charac- 
ter and age of the building. Older 
buildings may be suitable only if 
they are well-maintained. And 
while individual purchasers may 
visualize profit possibilities in an 
antique building in the light of a 
contemplated modernization pro- 
gram, trustees are not in a position 
to speculate on such potentialities. 

2. Estimated income receipts. 
The income flow must first be 
ascertained to insure a reasonable 
relationship to the maximum 
amount to be paid for the building. 

8. “Quality of the income stress.” 
Does the tenant show an ability 
to continue in business and pay 
its obligations? The ideal situa- 
tion, it is observed, occurs when 
an AAI tenant occupies a sufficient 
amount of space at a rental which 
produces a net income of 444 to 6 
per cent on the investment, and 
there is other rental space avail- 
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able for good tenants. While the 
credit rating of the latter may not 
measure up to the principal ten- 
ant’s, the additional income—while 
it lasts—would substantially in- 
crease the net rate of return. 

4. Probable duration of the in- 
come flow. Where present rentals 
are not secured by long-term leases, 
the question arises as to whether 
the income stream will be main- 
tained through renewals, or 
whether there will be an increasing 
or decreasing tenancy at the ex- 
piration of existing leases. 

5. General salability of the prop- 
erty. While liquidity is not a fea- 
ture of real estate, some properties 
are more easily sold than others 
and the situation should be ap- 
praised in this light. 

6. Trend of values affecting the 
specific property. In this connec- 
tion, it is suggested that the trust 
officer consult with an experienced 
appraiser, familiar with current 
trends and the particular com- 
munity. If the income stream does 
not provide for complete amortiza- 
tion of the investment during the 
current lease term, it is important 
to know whether the trend in 
values is downward. 

7. Management factors. In the 
handling of a specific property, 
management factors must be evalu- 
ated. Administration of a parcel 
of income property concerns itself 
both with the physical manage- 
ment of the property and with 
“policy management.” Most phases 
of management are often combined 
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in an organization completely 
separated from the operation of 
the trust company or trust depart- 
ment. This is ascribed to the in- 
ability of the trust company to 
charge the trust estate a sufficient 
amount for its services, regardless 
of the results obtained. Thus, the 
trust company is not in a position 
to maintain a competent staff to 
properly handle income property 
requiring more than routine rent 
collections. 


It should be noted that no extra- 
ordinary management effort is re- 
quired to collect a monthly rental 
from a single AA1 tenant occupy- 
ing an entire building under a net 
lease for 20 to 25 years. It requires 
much more effort, however, to col- 
lect the same amount of rental 
from a large number of tenants 
whose leases expire at various 
times, and whose leases provide for 
operation, maintenance, taxes and 
insurance at the cost of the land- 
lord. No outside help is required 
in the first instance. But in the 
latter instance the trust company 
faces a different problem; unless 
adequately compensated itself, it 
will be compelled to hire outside 
assistance to look after details of 
management. 


An expert appraiser may be 
called upon to appraise two dif- 
ferent properties with identical net 
income but with different manage- 
ment factors, as illustrated in the 
two aforementioned cases. In such 
event, he would arrive at two dif- 
ferent valuations. According to 


Mr. Turley, the appraiser would 
probably use a capitalization rate 
of from 1 to 2% per cent higher for 
the building occupied by several 
tenants than for the single occu- 
pancy property under a net lease. 
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With respect to liquidity, Mr. 
Turley notes that certain parcels 
are salable with a relative mini- 
mum of effort, if sale becomes 
necessary. This is possible where 
nationally known concerns occupy 
a substantial portion of rental 
space in properties which are pro- 
ductive of good income. 


Business Outlook 


The levelling off of many eco- 
nomic indicators during 1953 does 
not herald an approaching re- 
cession, states the Agencies Re- 
search Division of the Prudential 
Insurance Company of America. 
In its “Business Forecast for 1954,” 
the opinion is expressed that we 
are at the beginning of a “smooth 
and successful transition from the 
defense and capital-producing ac- 
tivity of recent years to major 
emphasis on the immediate satis- 
faction of consumer wants.” 

The course of domestic business 
activity, we are reminded, depends 
on what happens in five important 
buying segments in our economy. 
These classifications are govern- 
ment purchases, business invest- 
ment in plant and equipment, 
business investment in inventory, 
expenditure on homes, and con- 
sumer buying. Each is examined 
in detail in the Prudential survey.. 

In the area of federal spending, 
it is conceded that the Eisenhower 
Administration has brought a halt 
to the growth of recent years. The 
rate of federal purchasing is now 
below the peak attained in June, 
1953. Although no significant re- 
duction from present levels is an- 
ticipated for some time to come, 
there is the likelihood of some de- 
clining tendency—at a gradual rate 
—starting in the middle of this 
year. Total federal purchases of 
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goods and services during 1954 are 
estimated at $55 billion—some $3 
billion below last year’s experience. 

State and local governments, 
however, are expected to substan- 
tially increase their expenditures 
for roads, schools, sewage systems, 
public buildings, and the like. The 
depression and war years resulted 
in inadequate maintenance and re- 
placement. Coupled with increased 
demands resulting from the high 
birth rate of recent years, an in- 
crease of $2 billion to $27 billion 
is estimated for 1954. 


Thus, total spending in all sec- 
tors of government is expected to 
decline by only $1 billion this year. 
Consequently, while the stimulat- 
ing effect of continually increasing 
governmental expenditures will be 
missing, such spending will con- 
tinue to provide a strong sustaining 
force in the economy. 


Business capital spending is ex- 
pected to decline below the 1953 
peak figure of $28 billion. The tre- 
mendous deficiency in business 
plant and equipment has been sub- 
stantially reduced. Studies indi- 
cate that the deficiency in business 
plant was eliminated in 1953, but 
that there still exists a substantial 
deficiency of producers’ durable 
equipment, and the latter segment 
of capital goods production may 
not experience reduction. It is an- 
ticipated that business capital out- 
lays will decline some $3 billion 
below last year, and that this de- 
cline will have a somewhat depress- 
ing effect on the general level of 
business activity. 

In the area of inventory buying, 
it may be noted that late 1953 
witnessed accumulation in inven- 
tory buying at an annual rate of 
approximately $4 billion. In other 
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words, business activity was sup- 
ported at a rate somewhat above 
that which ultimate consumers 
were willing to endorse. This year, 
there is every indication that busi- 
ness men will halt such further in- 
ventory accumulation and will hold 
purchases as close as possible to a 
level warranted by sales. This 
means a subtraction of the extra 
stimulus to the economy, and a 
depressing effect which will tend to 
reduce business activity below the 
1953 level. 


The decline in housing construc- 
tion which started in 1953 reflected 
the reduction in the tremendous 
backlog which existed at the end 
of the war. Assuming there is no 
attempt to encourage the housing 
industry to overproduce, it is esti- 
mated that housing starts this year 
will fall some 100,000 units below 
the million figure reached in 1953. 
This reduction in home building 
signifies a spending reduction of $1 
billion by home buyers and will 
likewise affect business activity 
unfavorably. 

But this $9 billion reduction in 
the four sectors enumerated above 
is likely to be offset by an increase 
in consumer spending. Based on 
the anticipated size of the labor 
force, the length of the average 
working week and average hourly 
rates of pay, labor income this year 
is estimated at 2% per cent over 
1953. Other consumer income— 
consisting of dividends, rents, in- 
terest, etc..—is expected to rise by 
not over 2 per cent. Accordingly, 
total personal income is, accord- 
ingly, expected to increase from the 
annual rate of $289 billion realized 
in late 1953 to a rate of $295 bil- 
lion in November of this year. 

After adjusting for increased 
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social security tax rates and an 
average reduction of 10 per cent 
in personal income tax rates, the 
Prudential forecasts a figure of 
$258 billion for disposable personal 
income (which is income after 
taxes) in the latter half of this 
year. This amounts to an increase 
of $7.5 billion over late 1953 per- 
formance. After allowing for an 
increase in the rate of saving on the 
part of the public and a relative 
reduction in the use of consumer 
credit, consumer spending in the 
amount of $240 billion is predicted. 
November, 1954 is expected to find 
consumers spending at a rate $6 
billion above November, 1953 per- 
formance. 

Consumer spending, spurred by 
higher incomes and lower taxes, 
should compensate for most of the 
anticipated $9 billion decline in 
other spending areas. The Pru- 
dential’s conclusion, therefore, is 
that—far from falling into a re- 
cession this year—business activity 
is expected to maintain itself close 
to last year’s level. 

“The year 1954,” states the Pru- 
dential Forecast, “looks to us like 
a year which can be approached 








New Budget Book 


Harris Trust and Savings Bank of 
Chicago has published a new book, which 
the bank says presents an entirely new 
approach to personal or family budgeting. 
Titled “Your Money—how to get more 
out of it through A New Approach to 
Budgeting”, the $%-page book was pre- 
pared by Mrs. Sylvia Shiras, family coun- 
selor, working with H. C. Kinkaid, vice 
president of the Harris Trust savings de- 
partment. 

The bank’s savings department has pro- 
vided its customers with record books and 
other aids to budgeting for many years, 
but is presenting “Your Money” in the 
belief that budgeting, like other things, is 
constantly subject to new thinking and 
new techniques. 
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with confidence and considerable 
optimism. There is no basic reason 
why it should not turn out to be 
a prosperous year. Only an un- 
reasonable pessimism and a lack 
of faith in the staying power of our 
free enterprise system can prevent 
us from enjoying in 1954 the 
abundant economic goods with 
which our economy is capable of 
supplying us.” 

Institutional Investments 

Over a period of years, equities 
are going to become a much more 
important medium for institutional 
investment than they have in the 
past, states New York University 
Professor Jules I. Bogen. 

However, Professor Bogen does 
not feel that equities will attain 
the full role for which they are 
destined until 

1. The supply of bonds and 
mortgages is less adequate. 

2. It becomes apparent that 
business fluctuations can be moder- 
ated by government action so that 
depressions like that witnessed in 
the 30s will not recur. 

3. Institutions perfect specialized 
techniques for equity investing 
which will secure the higher yields 
while minimizing risk. 

Today, financial institutions hold 
$147 billion of the nation’s savings, 
of which 8 per cent is invested in 
equities. To minimize risk in com- 
mon stock portfolios of institutions, 
Professor Bogen suggests that they 
set aside a portion of dividend in- 
come as a reserve against possible 
future losses. Life Insurance Com- 
panies, he points out, are annually 
setting aside an amount equivalent 
to one per cent of common stock 
holdings, as approved by the 


National Association of Insurance 
Commissioners. 
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57,000 Investors 


in Democracy” 


HENRY FORD Il 


President, Ford Motor Company 






“In the most practical way possible—the regular purchase of U.S. 
Savings Bonds—wmillions of Americans are demonstrating complete 
confidence in our form of government. Investors in democracy, 
they are freely staking their personal security on a fundamental 
faith in the future of our nation. 1 am proud that today more than 
57.000 Ford Motor Company employees are participating in the 
Payroll Savings Plan. Last year they bought Savings Bonds worth 
$25,000,000 at face value, and this year the total of their purchases 
will be even greater. Through their thrift they are helping to keep 


. . 
America strong. 


Few investment groups are as important 
to America as the members of the Ford 
Payroll Savings Plan. They are impor- 
tant in size—57,000 men and women... 
important in buying power—they actu- 
ally purchase $25,000,000 in Savings 
Bonds every year... and very impor- 
tant to our economic stability—“through 
their thrift they are helping to keep 
America strong.” 

“Oh.” someone may say, “it’s easy for 
Ford to get thousands of people to sign 
up for the Payroll Savings Plan.” 

It was relatively easy for Ford, and 
it is easy for any company to build a 


The United States Government does not pay for this advertising. The Treasury Department 
thanks, for their patriotic donation, the Advertising Council and 


good Payroll Savings Plan if—(1) The 
head of the company recognizes the 
importance of the Payroll Savings Plan; 
(2) If he will show the same personal 
interest that Mr. Ford takes in Payroll 
Savings. 


The Savings Bond Division, U.S. 
Treasury Department, Washington, 
D. C.. is ready to provide all the help 
you need in the way of Application 
Blanks, literature, and a complete out- 
line of a simple, person-to-person can- 
vass that will put an application blank in 
the hands of every one of your employ- 
ees. Your employees will do the rest. 
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The magic 
whispers... 


When Grandpa tucked you between 

his knees, you knew you were going to 
listen again to his wonderful watch —to 
hear its magic tick...tick ..tick... 
And as you listened, those measured 
whispers of time shut away the world, 
leaving you close to Grandpa, secure 

in his love. 

From fathers and mothers to sons and 
daughters passes the lifeblood of 
happiness—security. The privilege of 
providing it for those we love can be 
found only in a land like ours. 

And another wonderful thing is this: 
By realizing this privilege of freedom 
for ourselves, we achieve the security of 
our country. For, think—the strength 
of America is simply the strength of 
one secure home touching that of 
another. 


Saving for security is easy! Here’s a 
savings system that really works —the 
Payroll Savings Plan for investing in 
United States Savings Bonds. 

Go to your company’s pay office, choose 
the amount you want to save. That money 
will be set aside for you before you even 
draw your pay. And invested in Bonds 
which are turned over to you. 

If you can save only $3.75 a week on 
the Plan, in 9 years and 8 months you 
will have $2,137.30. For your sake, and 
your family’s, too, how about signing up 
today? 
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